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Executive  Summary 


Executive  Summary 


In  this  report  for  fiscal  year  1993,  the  Prospective 
Payment  Assessment  Commission  (ProPAC)  dis- 
cusses trends  in  Medicare  spending  for  facility  ser- 
vices and  their  implications.  The  Commission  also 
presents  23  recommendations  and  addresses  sever- 
al additional  concerns  regarding  Medicare  facility 
payment  methods.  This  report  reflects  ProPAC's 
analysis  and  the  collective  judgment  of  its  Com- 
missioners about  issues  of  substantial  importance 
to  enrollees,  hospitals,  other  providers,  and  the 
Medicare  program.  The  report  is  made  directly  to 
Congress,  although  the  Secretary  of  Health  and 
Human  Services  (HHS)  is  required  to  respond  to 
the  Commission's  recommendations. 

ProPAC's  original  mandate  was  to  advise  the 
Congress  and  the  Secretary  on  the  Medicare 
prospective  payment  system  (PPS)  for  hospitals. 
The  Commission  continues  to  devote  substantial 
effort  to  updating  and  improving  policies  for  pay- 
ing hospitals  under  PPS  as  well  as  those  that  are 
excluded.  However,  ProPAC's  responsibilities  have 
expanded  over  time  to  include  analyzing  and  devel- 
oping prospective  payment  policies  for  all  facility 
services  furnished  to  Medicare  beneficiaries.  The 
Congress  also  has  asked  ProPAC  to  examine  and 
report  on  broader  issues  regarding  the  effectiveness 
and  quality  of  health  care  delivery  in  the  United 
States.  The  expansion  of  ProPAC's  responsibilities 
provides  an  opportunity  for  the  Commission  to 
examine  the  interrelationships  among  alternative 
facility  payment  policies  and  to  improve  policies  so 
that  an  appropriate  continuum  of  care  at  a  reason- 
able level  of  spending  is  encouraged. 

MEDICARE  SPENDING  AND  SITES 
OF  SERVICE 

When  Medicare  began,  most  covered  services 
were  provided  in  acute  care  hospitals  and  physi- 
cians' offices.  But  as  the  Medicare  program 
added  new  benefits,  and  as  medical  practice  pat- 
terns changed  and  new  technological  capabilities 
were  developed,  the  number  and  types  of  ser- 
vices provided  in  outpatient  and  other  settings 
have  increased.  Inpatient  hospital  services  con- 
tinue to  account  for  the  largest  share  of  health 


care  spending,  although  that  share  is  diminish- 
ing. An  increase  in  the  delivery  of  services  in 
other  sites  has  been  encouraged  by  Medicare 
policies  and  payment  incentives.  As  a  result,  new 
providers,  facilities,  and  sites  of  care  have  grown 
rapidly,  as  has  Medicare  spending  for  services 
furnished  outside  the  hospital. 

Medicare  payment  policies  are  specific  to  the 
type  of  facility  in  which  a  service  is  provided.  As 
sites  of  care  have  emerged,  Medicare  has  devel- 
oped payment  policies  for  some  new  categories  of 
providers.  The  Commission  is  responsible  for  ana- 
lyzing current  and  proposed  prospective  payment 
policies  for  inpatient  hospitals  paid  under  PPS, 
PPS-excluded  hospitals  and  distinct-part  units,  hos- 
pital outpatient  services,  skilled  nursing  facilities 
(SNFs),  home  health  agencies,  and  renal  dialysis 
facilities. 

Among  the  other  sites  of  care  that  Medicare 
does  not  specifically  recognize  for  facility  pay- 
ment are  ambulatory  care  centers,  diagnostic 
imaging  centers,  lithotripsy  centers,  and  outpa- 
tient psychiatric  clinics.  For  payment  purposes, 
these  sites  are  often  treated  as  physicians'  offices 
or  as  physician-directed  clinics.  Thus,  the  covered 
services  provided  in  these  facilities  are  paid  for 
according  to  Part  B  rules  for  physician  and  other 
ambulatory  services. 

Many  services  can  be  furnished  in  alternative 
settings,  so  payment  policy  for  one  type  of  facility 
may  affect  utilization  and  spending  in  others.  A 
comparison  of  the  rate  of  increase  in  spending 
across  facility  types  suggests  that  the  current  frag- 
mentation and  inconsistency  of  Medicare  payment 
policies  across  facilities  and  settings  may  be  con- 
tributing to  accelerating  program  expenditures. 
Between  1980  and  1990,  spending  per  enrollee  for 
hospital  services  rose  28  percentage  points  more 
than  general  inflation.  Real  spending  per  enrollee 
at  other  facilities  recognized  by  Medicare 
increased  170  percent.  Real  Medicare  expendi- 
tures per  enrollee  for  physician  services  climbed 
84  percent.  This  includes  payments  for  many  ser- 
vices provided  in  facilities  not  paid  separately  by 
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Medicare.  A  20  percent  growth  in  Medicare 
enrollees  during  the  1980s  contributed  to  an  89  per- 
cent real  increase  in  total  program  expenditures. 

Medicare  spending  for  inpatient  hospital  services 
is  still  the  program's  largest  single  expenditure 
category,  totaling  almost  $59  billion  in  1990. 
Because  the  growth  in  spending  for  inpatient  hospi- 
tal services  was  slower  than  that  for  other  types  of 
facility  and  physician  services,  the  proportion  of 
Medicare  spending  on  inpatient  services  fell  from 
67  percent  in  1980  to  54  percent  in  1990.  At  the 
same  time,  the  share  of  Medicare  spending  on  other 
recognized  facilities  increased  from  10  percent  to 
19  percent. 

The  relatively  slow  increase  in  Medicare  inpa- 
tient spending  was  due  in  part  to  the  implementa- 
tion of  PPS.  Before  PPS,  hospitals  were  reimbursed 
for  the  costs  they  incurred.  Since  the  third  year  of 
PPS,  payments  per  discharge  have  increased  sub- 
stantially less  than  operating  costs  per  discharge. 

Utilization  changes  have  a  major  influence  on 
Medicare  spending  patterns.  The  proportion  of 
Medicare  enrollees  receiving  services  increased 
from  63  percent  to  78  percent  between  1980  and 
1989.  The  proportion  of  Medicare  enrollees  using 
inpatient  hospital  services  fell  from  23.7  percent  to 
19.2  percent  in  the  same  period.  The  fall-off  in 
admissions  occurred  in  PPS  hospitals;  admissions 
to  PPS-excluded  hospitals  and  distinct-part  units 
rose  rapidly.  Utilization  of  post-acute  services  in 
SNFs,  rehabilitation  hospitals,  and  home  health 
care  agencies  also  increased.  Thus,  the  relatively 
slow  growth  in  Medicare  spending  for  inpatient 
acute  care  services  and  the  large  increases  in 
spending  for  outpatient  and  other  facility  services 
resulted  in  part  from  a  shift  in  the  site  of  care. 
Increases  in  the  number  of  services  provided  per 
beneficiary  also  contributed  to  higher  expenditures. 

Changes  in  the  use  of  health  care  services, 
including  the  shift  to  outpatient  settings,  contribut- 
ed to  a  nearly  20  percent  increase  in  the  average 
complexity  of  Medicare  cases  treated  in  PPS  hospi- 
tals. These  changes  also  led  to  a  substantial 
increase  in  hospital  outpatient  utilization,  with  46 
percent  of  Medicare  enrollees  receiving  these  ser- 
vices in  1989,  compared  with  28  percent  in  1980. 
Utilization  of  SNF  services  grew  as  well,  peaking 
during  1988  and  1989  due  to  clarification  of 


coverage  rules  and  improved  benefits  under  the 
Medicare  Catastrophic  Coverage  Act  of  1988 
(MCCA).  SNF  utilization  declined  following  the 
repeal  of  the  Act  in  1990,  although  it  remained 
above  pre-MCCA  levels.  The  use  of  home  health 
care  agency  services  rose  sharply  during  the  early 
1980s,  but  leveled  off  in  the  mid-1980s.  Home 
health  visits  have  been  climbing  since  coverage 
criteria  were  clarified  in  1989.  The  number  of  ben- 
eficiaries receiving  dialysis  for  end-stage  renal  dis- 
ease (ESRD)  doubled  during  the  1980s,  and  annual 
admissions  to  hospices  rose  steadily  after  the  intro- 
duction of  the  hospice  benefit  in  1984,  reaching 
100,000  in  1990. 

Changes  in  facility  capacity  mirrored  those  in 
utilization  patterns.  The  number  of  PPS-eligible 
hospitals  and  beds  both  declined  every  year  from 
the  introduction  of  PPS  in  1983  to  1990.  Because 
total  inpatient  days  fell  even  more  rapidly,  however, 
excess  inpatient  capacity  increased.  By  contrast, 
the  number  of  PPS-excluded  hospitals  rose,  with 
psychiatric  and  rehabilitation  hospitals  and  distinct- 
part  units  showing  the  largest  growth.  The  number 
of  outpatient  facilities  participating  in  Medicare 
also  jumped  dramatically  after  PPS  was  introduced. 
Ambulatory  surgical  centers  (ASCs)  rose  670  per- 
cent, while  the  number  of  home  health  agencies 
grew  by  22  percent. 

Payment  methods  and  payment  rates  can  vary 
when  the  same  service  is  provided  at  different  sites, 
thus  influencing  utilization.  Hospitals  paid  under 
PPS  receive  a  prospectively  determined  payment, 
based  on  patient  diagnosis.  Payment  to  PPS- 
excluded  hospitals,  on  the  other  hand,  is  based  on 
the  hospital's  own  historical  costs,  trended  forward. 
Skilled  nursing  facilities  and  home  health  care 
agencies  are  paid  reasonable  costs,  subject  to 
certain  limits.  Ambulatory  services  generally  are 
covered  under  Part  B  of  Medicare.  For  services 
provided  in  Medicare-recognized  facilities,  pay- 
ments are  made  separately  to  the  facility  and  to 
physicians.  Ambulatory  surgical  centers  and  dialy- 
sis facilities  are  paid  a  prospective  rate.  Indepen- 
dent clinical  laboratories  are  paid  according  to  a  fee 
schedule.  Payment  to  most  other  Medicare- 
recognized  outpatient  facilities  is  based  on  either 
reasonable  costs  or  reasonable  charges. 

The  variation  in  payment  methods  and  rates  for 
the  same  service  at  different  sites  may  introduce 
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inappropriate  financial  considerations  into  the  clin- 
ical decisionmaking  process.  It  may  also  con- 
tribute to  the  growth  in  service  capacity  and 
encourage  inappropriate  use  of  services.  The  Com- 
mission believes  that  Medicare  payment  policies 
should  be  designed  to  provide  consistent  financial 
incentives  and  appropriate  payment  amounts 
across  the  different  types  of  providers  and  practi- 
tioners. Related  to  this,  ProPAC  believes  that  the 
payment  systems  should  promote  quality  of  care 
throughout  an  episode  of  illness.  Thus,  incentives 
created  by  Medicare  payment  policies  should  be 
consistent  with  the  goals  of  ensuring  both  access 
to  appropriate  high-quality  care  throughout  an  epi- 
sode of  illness  and  cost-efficiency  of  the  care 
delivered. 

The  interaction  of  payment  policies  for  inpatient 
and  outpatient  services  directly  affects  both  where 
those  services  are  provided  and  their  quality. 
Because  of  this,  incremental  policy  changes  cannot 
be  evaluated  in  isolation.  Rather,  efforts  to  alter 
and  improve  PPS  need  to  be  considered  in  the 
broad  context  of  the  entire  system.  The  recommen- 
dations in  this  report  are  consistent  with  these 
beliefs. 

SUMMARY  OF  THE 
RECOMMENDATIONS 

In  Chapter  2,  ProPAC  presents  23  recommenda- 
tions for  updating  and  improving  Medicare  pay- 
ment policies.  The  Commission  also  comments  on 
other  issues  of  importance  to  the  Medicare  pro- 
gram that  may  require  action  in  the  near  future. 
ProPAC  believes  these  proposed  changes  are  nec- 
essary for  maintaining  access  to  high-quality 
health  care,  encouraging  hospital  productivity  and 
cost-effectiveness,  and  permitting  the  adoption  of 
innovative  and  appropriate  technological 
advances.  The  Commission  developed  its  recom- 
mendations by  setting  priorities,  analyzing  infor- 
mation, and  deliberating  on  the  implications  of 
alternative  policies.  ProPAC  also  pays  close  atten- 
tion to  the  concerns  of  the  Congress,  the  Adminis- 
tration, health  care  providers,  third-party  payers, 
enrollees,  and  the  public.  The  recommendations 
are  offered  to  comply  with  the  Commission's 
statutory  mandate  and  to  contribute  to  an 
informed,  open  debate  about  hospital  payment  pol- 
icy and  the  Medicare  program.  For  fiscal  year 
1993,  ProPAC  focused  on  six  broad  areas: 


•  Updating  PPS  payments, 

•  Adjusting  the  payment  system, 

•  Updating  and  adjusting  payments  to  PPS- 
excluded  hospitals  and  distinct-part  units, 

•  Updating  payments  to  dialysis  facilities, 

•  Improving  hospital  outpatient  payment  policy, 
and 

•  Improving  skilled  nursing  facility  payment 
policy. 

Updating  PPS  Payments-The  Commission  rec- 
ommends fiscal  year  1993  updates  equal  to  the 
increase  in  the  Health  Care  Financing  Administra- 
tion's (HCFA)  PPS  market  basket  minus  1.45  per- 
centage points  for  hospitals  in  urban  areas  and 
market  basket  minus  0.45  percentage  points  for 
hospitals  in  rural  areas.  Based  on  current  HCFA 
projections,  these  updates  are  3.05  percent  and  4.05 
percent,  respectively.  The  average  update  is  market 
basket  minus  1.3  percentage  points,  or  3.2  percent. 

The  update  recommendation  combines  five  com- 
ponents. First,  the  fiscal  year  1993  HCFA  market 
basket  is  forecasted  to  increase  4.5  percentage 
points.  Second,  0.2  percentage  points  are  added  to 
better  reflect  the  increases  in  hospital  labor  costs 
that  are  not  adequately  measured  in  HCFA's  market 
basket.  Third,  an  adjustment  of  -0.8  percentage 
points  for  errors  in  the  fiscal  year  1991  market  bas- 
ket forecast  is  made.  Fourth,  a  net  discretionary 
adjustment  factor  (DAF)  of  zero  reflects  the  Com- 
mission's judgment  that  scientific  and  technological 
advancement  should  be  funded  out  of  productivity 
gains.  Fifth,  a  -0.7  percentage  point  adjustment  for 
case-mix  change  offsets  the  estimated  extra  rev- 
enues hospitals  received  in  fiscal  year  1992  from 
case-mix  index  (CM!)  increases  that  were  not  due 
to  treating  sicker  patients. 

The  Commission  supports  the  phased  elimina- 
tion of  the  differential  between  the  standardized 
amounts  paid  to  hospitals  in  rural  areas  and  to 
those  in  urban  areas  with  fewer  than  one  million 
people.  Therefore,  an  additional  0.85  percentage 
points  should  be  added  to  the  update  for  rural  hos- 
pitals, and  0.15  percentage  points  should  be  sub- 
tracted from  the  update  for  urban  hospitals. 
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For  hospitals  paid  on  the  basis  of  a  hospital- 
specific  rate,  the  Commission  recommends  an 
update  equal  to  the  rural  update  of  4.05  percent. 

The  update  is  only  one  source  of  the  increase  in 
total  PPS  payments  to  hospitals.  Change  in  the 
case-mix  index,  which  is  estimated  to  rise  2.3  per- 
cent during  fiscal  year  1993.  will  also  drive  up  pay- 
ments. As  a  result,  the  average  increase  in  per  case 
payments,  including  CMI  change  and  all  of 
ProPAC's  recommendations,  is  expected  to  be  5.6 
percent  in  fiscal  year  1993. 

ProPAC  believes  there  should  ultimately  be  one 
payment  for  hospital  inpatient  operating  and  capital 
expenses.  It  therefore  recommends  the  develop- 
ment of  a  single  update  factor  for  adjusting  PPS 
operating  and  capital  payments,  consistent  with  the 
existing  PPS  operating  update  framework.  This  sin- 
gle update  factor  should  be  implemented  for  fiscal 
year  1994. 

Adjusting  the  Payment  System-The  current 
indirect  medical  education  (IME)  adjustment  more 
than  adequately  compensates  hospitals  for  the 
increased  costs  associated  with  teaching  activity. 
However,  the  financial  performance  of  major 
teaching  hospitals,  especially  those  that  serve  a 
large  share  of  low-income  patients,  is  worse  than 
that  of  other  hospital  groups.  The  Commission  is 
concerned  that  the  continued  operation  of  these 
hospitals  and  the  fulfillment  of  their  unique  role  in 
the  provision  of  health  care  might  be  impaired  by  a 
substantial  immediate  reduction  of  Federal  support. 
The  Commission  therefore  believes  that  gradual 
reduction  of  the  IME  adjustment  to  the  appropriate 
level  would  be  a  prudent  course  of  action.  Thus,  for 
fiscal  year  1993,  ProPAC  recommends  reducing  the 
level  of  the  IME  adjustment  from  7.7  percent  to  7.0 
percent  for  every  10  percent  increase  in  teaching 
intensity,  with  the  savings  from  this  reduction 
returned  to  disproportionate  share  (DSH)  teaching 
hospitals  through  an  increase  in  the  DSH  adjust- 
ment for  these  hospitals. 

Development  of  a  single  payment  for  operating 
and  capital  expenses  would  require  a  unified  set  of 
payment  adjustments.  ProPAC  therefore  recom- 
mends that,  effective  in  fiscal  year  1994,  the  indi- 
rect medical  education  and  disproportionate  share 
adjustments  for  capital  payments  should  be  made 
consistent  with  the  IME  and  DSH  adjustments  for 


PPS  operating  payments.  A  single  IME  adjustment 
factor  should  be  based  on  an  evaluation  of  the  rela- 
tionship between  teaching  intensity  and  combined 
Medicare  operating  and  capital  costs  per  case.  To 
develop  a  consistent  IME  adjustment,  the  measure 
of  teaching  intensity  used  for  operating  pay- 
ments— the  ratio  of  residents  per  bed — should  also 
be  used  for  capital  payments.  In  addition,  to  devel- 
op a  consistent  DSH  adjustment,  the  criteria  used 
to  designate  disproportionate  share  providers  for 
the  DSH  operating  adjustment  should  be  applied  to 
capital. 

ProPAC  has  long  believed  that  the  current  defini- 
tion of  labor  market  areas  used  to  make  wage  index 
adjustments  to  PPS  payment  does  not  accurately 
reflect  actual  labor  market  conditions.  The  need  to 
improve  these  definitions,  which  are  used  to  con- 
struct the  area  wage  index  under  PPS,  was  under- 
scored by  the  recent  geographic  reclassification  of 
more  than  800  hospitals  into  different  labor  market 
areas.  The  Commission  is  working  with  HCFA  and 
the  American  Hospital  Association  to  develop  by 
fiscal  year  1994  an  alternative  approach  to  alleviate 
many  of  the  problems  inherent  in  the  current  defi- 
nitions. ProPAC  recommends  that  Congress  await 
the  outcome  of  this  effort  before  taking  further 
action  on  labor  market  definitions. 

The  Commission  has  been  evaluating  the  impact 
of  two  alternative  proposals  for  a  major  refinement 
of  the  diagnosis-related  groups  (DRG)  patient  clas- 
sification system.  Both  proposals  appear  to  permit 
more  accurate  classification  of  patients  under  PPS. 
Thus,  payments  to  hospitals  could  more  accurately 
reflect  cost  differences  due  to  variations  in  severity 
of  illness  and  other  factors.  However,  further  study 
would  be  needed  to  reach  a  final  judgment  regard- 
ing whether  any  of  the  proposed  modifications  is 
desirable.  The  Commission  welcomes  the  views  of 
hospitals  and  other  entities  as  it  continues  to  evalu- 
ate these  proposals. 

Medicare  cases  transferred  out  of  one  hospital 
and  into  another  are  paid  a  uniform  per  diem  based 
on  a  DRG,  up  to  the  full  DRG  amount.  In  the  Com- 
mission's view,  these  cases  should  be  paid  on  a 
graduated  per  diem,  up  to  the  full  DRG  payment,  in 
recognition  of  the  higher  costs  associated  with  sta- 
bilization, evaluation,  and  surgery  that  generally 
take  place  early  in  a  patient's  hospital  stay.  ProPAC 
also  recommends  further  examination  of  whether 
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hospitals  have  the  appropriate  incentives  to  receive 
and  transfer  patients,  particularly  with  respect  to 
outlier  payments  and  for  recuperative  care. 

The  Commission  has  determined  that  current 
PPS  payment  policies  provide  adequate  compensa- 
tion to  hospitals  that  treat  Medicare  beneficiaries 
with  hemophilia.  Therefore,  it  does  not  recommend 
reinstatement  of  an  add-on  payment  for  the  costs  of 
blood  clotting  factor  provided  to  hemophilia 
patients. 

ProPAC  recommends  that  the  Secretary  evaluate 
and  refine  the  current  DRG  assignment  for  patients 
with  intractable  epilepsy,  particularly  those  receiv- 
ing neurodiagnostic  monitoring. 

Medicare's  Essential  Access  Community  Hospital 
(EACH)  Program  is  intended  to  encourage  the 
development  of  rural  regionalization  plans  with  two 
levels  of  care.  Rural  primary  care  hospitals  (RPCHs) 
will  provide  emergency  and  temporary  inpatient 
care.  Essential  access  community  hospitals  will  act 
as  full-service  referral  hospitals  to  the  RPCHs.  The 
program  offers  an  option  to  hospitals  that  have 
recently  closed  or  are  considering  discontinuing  rou- 
tine inpatient  care.  The  Commission  supports  this 
attempt  to  increase  overall  system  efficiency  without 
sacrificing  access  to  care,  but  believes  that  the  cur- 
rent program's  focus  is  too  narrow.  Therefore, 
ProPAC  urges  the  Secretary  to  waive  some  of  the 
program  requirements  on  an  individual  case  basis  to 
increase  hospital  participation  and  to  gain  additional 
experience  with  alternative  policies. 

The  Peer  Review  Organization  (PRO)  program 
should  continue  to  track,  at  the  case  and  facility 
levels,  the  care  furnished  Medicare  beneficiaries, 
while  developing  the  ability  to  monitor  care  at  the 
regional  and  national  levels.  ProPAC  therefore  sup- 
ports the  development  of  the  nationally  representa- 
tive Uniform  Clinical  Data  Set  (UCDS).  However, 
it  is  concerned  that  monitoring  quality  of  care  at 
the  case  and  facility  levels  will  be  deemphasized. 
The  PROs  should  be  funded  at  an  appropriate  level 
to  allow  them  to  perform  all  of  these  functions. 

Updating  and  Adjusting  Payments  to  PPS- 
Excluded  Hospitals  and  Distinct-Part  Units-The 

Commission  recommends  fiscal  year  1993  updates 
of  market  basket  minus  0.4  percentage  points  for 
PPS-excluded  hospitals  and  distinct-part  units.  In 
addition,  hospitals  excluded  from  PPS  before  1989 


should  receive  a  positive  allowance.  Based  on 
HCFA's  current  projections,  the  update  should  be 
4.2  percent  before  adding  the  positive  allowance. 

The  update  factor  recommendation  combines  five 
components.  First,  the  fiscal  year  1993  HCFA  PPS- 
excluded  market  basket  is  forecasted  to  increase  4.6 
percentage  points.  Second,  0.2  percentage  points  are 
added  to  better  reflect  the  increases  in  hospital  labor 
costs  that  are  not  adequately  measured  in  HCFA's 
market  basket.  Third,  an  adjustment  of  -0.7  percent- 
age points  for  errors  in  the  fiscal  year  1991  market 
basket  forecast  is  made.  Fourth,  a  0.1  percentage 
point  allowance  is  recommended  for  scientific  and 
technological  advancement.  Fifth,  a  positive 
allowance  ranging  from  2.1  to  6.9  percentage  points 
should  be  given  to  hospitals  excluded  from  PPS 
before  1989.  This  allowance  reflects  the  difference 
between  the  market  basket  and  the  actual  updates 
given  in  earlier  years. 

Updating  Payments  to  Dialysis  Facilities-The 

Commission  does  not  now  have  adequate  data  on 
which  to  base  a  recommendation  concerning  an 
appropriate  update  for  ESRD  composite  rate  pay- 
ments. It  therefore  urges  the  Secretary  to  expedite 
the  development  of  the  data  necessary  to  evaluate 
the  cost  of  providing  dialysis  services. 

Improving  Hospital  Outpatient  Payment 

Policy-ProPAC  believes  that  a  prospective  pay- 
ment system  for  outpatient  services  should  be 
implemented.  This  system  should  ultimately 
include  all  providers  of  outpatient  services.  Reform 
of  outpatient  payment  policies  should  take  into 
account  the  relationship  between  costs  and  services 
across  inpatient  and  outpatient  settings.  This  would 
imply  that  the  eventual  unit  of  payment  should  be 
for  a  bundle  of  related  services.  At  this  time,  how- 
ever, the  unit  of  payment  should  be  based  on  indi- 
vidual services. 

The  outpatient  payment  system  should  avoid 
introducing  inappropriate  financial  considerations 
into  the  clinical  decisionmaking  process.  However, 
it  should  reward  providers  for  delivering  cost-effec- 
tive quality  care  in  the  appropriate  setting.  ProPAC 
thus  offers  the  following  outpatient  payment  policy 
principles.  First,  the  payment  method  for  the  techni- 
cal or  facility  component  should  be  consistent 
across  sites,  but  the  payment  rate  should  be  adjusted 
to  reflect  cost  differences  that  have  societal  benefit, 
such  as  standby  capacity  or  emergency  capabilities. 
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Second,  if  services  are  included  in  the  Medicare 
Volume  Performance  Standard  (VPS)  when  deliv- 
ered in  free-standing  settings,  they  also  should  be 
included  in  the  VPS  when  provided  in  hospital  out- 
patient departments.  Finally,  Part  B  coinsurance  for 
prospectively  paid  outpatient  services  should  be  20 
percent  of  the  payment  amount  Medicare  allows, 
regardless  of  delivery  site. 

To  support  development  of  prospective  payment 
for  outpatient  services,  a  mechanism  for  periodic 
collection  of  procedure-specific  cost  data  in  free- 
standing settings  should  be  implemented.  The 
Commission  supports  the  research  being  conduct- 
ed by  the  Physician  Payment  Review  Commission 
(PPRC),  and  intends  to  work  with  both  the  Secre- 
tary and  PPRC  in  assessing  available  data  sources. 

ProPAC  is  concerned  about  lack  of  quality  over- 
sight in  the  ambulatory  care  setting.  The  Secretary 
should  enhance  and  further  develop  methods  to 
assess  the  quality  of  care  provided  to  Medicare 
beneficiaries  in  all  outpatient  settings. 

In  light  of  the  principles  outlined  above,  ProPAC 
examined  current  payment  policies  for  outpatient 
ambulatory  surgery  and  radiology  services.  It  rec- 
ommends that  payment  for  ambulatory  surgeries 
performed  in  the  hospital  outpatient  setting  should 
be  fully  prospective  and  based  on  national  rates. 
The  national  rates,  in  turn,  should  be  based  on  a 
revised  classification  system  that  applies  to  both 
free-standing  and  hospital-based  ambulatory 
surgery  facilities.  The  level  of  the  national  rates 
should  be  computed  in  a  budget  neutral  fashion, 
using  both  average  hospital  costs  and  payments  to 
free-standing  ambulatory  surgery  facilities.  The 
national  rates  should  be  updated  annually,  using  an 
appropriate  update  factor. 

The  Commission  also  recommends  that  payment 
for  outpatient  radiology  services  performed  in  the 
hospital  outpatient  setting  should  be  fully  prospec- 
tive and  based  on  national  rates.  The  payment  rates 
should  be  computed  in  a  budget  neutral  fashion, 
using  both  average  hospital  costs  and  the  technical 
component  of  the  Medicare  Fee  Schedule  for 
physicians.  The  rates  should  be  adjusted  to  reflect 
differences  in  labor  costs  and  updated  annually. 

Improving  Skilled  Nursing  Facility  Payment 
Policy-ProPAC  believes  it  is  inappropriate  to  use 


the  current  hospital  wage  index  in  calculating  SNF 
cost  limits.  It  recommends  that  the  Secretary  col- 
lect data  on  employee  compensation  and  paid  hours 
of  employment  for  workers  in  nursing  homes  that 
receive  Medicare  patients.  Using  these  data,  the 
Secretary  should  develop  a  nursing  home  wage 
index  to  create  cost  limits  for  SNF  payment. 

The  current  SNF  payment  methodology  does  not 
recognize  differences  in  the  costs  of  care  provided 
to  different  types  of  patients.  Medicare's  per  diem 
payment  for  patients  who  require  intensive  nursing 
and  rehabilitative  care  is  the  same  as  that  for 
patients  who  require  fewer  resources.  Since  Medi- 
care beneficiaries  often  need  more  intensive  nurs- 
ing care  than  other  patients,  the  payment  system 
creates  financial  disincentives  for  SNFs  to  treat 
Medicare  beneficiaries.  The  Commission  therefore 
supports  the  Secretary's  efforts  to  develop  and 
implement  a  case-mix  adjustment  to  Medicare  SNF 
payments  under  the  Multistate  Nursing  Home  Case 
Mix  and  Quality  Demonstration. 

RECOMMENDATIONS  FOR 
FISCAL  YEAR  1993 

Updating  PPS  Payments 

Recommendation  1:  Amount  of  the  Update 
Factor  for  PPS  Hospitals 

For  fiscal  year  1993,  the  PPS  standardized  pay- 
ment amounts  should  be  updated  to  account  for  the 
following  factors: 

•  The  projected  increase  in  the  Health  Care 
Financing  Administration  (HCFA)  PPS  market 
basket  index,  currently  estimated  at  4.5  per- 
cent; 

•  An  upward  adjustment  of  0.2  percentage 
points,  to  reflect  the  difference  between  the 
ProPAC  and  HCFA  market  baskets; 

•  A  correction  for  substantial  error  in  the  fiscal 
year  1991  market  basket  forecast  of  -0.8  per- 
centage points; 

•  A  net  discretionary  adjustment  factor  of  zero; 
and 

•  A  net  adjustment  of  -0.7  percentage  points  for 
case-mix  change. 
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In  addition,  a  positive  adjustment  of  0.85  per- 
centage points  for  hospitals  in  rural  areas  and  a 
negative  adjustment  of  0.15  percentage  points 
for  hospitals  in  large  urban  and  other  urban  areas 
should  be  made  to  reflect  a  continuation  of  the 
phase  out  of  the  differential  in  the  standardized 
amounts  between  rural  and  other  urban  hospitals. 

Recommendation  2:  Amount  of  the  Update 
Factor  for  Hospitals  Paid  on  the  Basis  of 
Hospital-Specific  Rates 

The  Commission  believes  that  payments  based 
on  hospital-specific  base-year  costs  for  sole  com- 
munity hospitals  and  for  small  rural  Medicare- 
dependent  hospitals  should  be  updated  by  the  same 
factor  that  applies  to  the  PPS  rate  for  rural  hospitals. 

Recommendation  3:  Updating  Capital  Payment 
Rates 

The  Commission  recommends  that  a  single 
update  factor  be  developed  for  adjusting  PPS  oper- 
ating and  capital  payment  rates.  The  update  frame- 
work should  be  consistent  with  that  currently  used 
by  ProPAC  to  develop  the  PPS  operating  rate 
update  recommendation,  and  should  be  put  into  use 
for  fiscal  year  1994. 

Adjusting  the  Payment  System 

Recommendation  4:  Level  of  Indirect 
Medical  Education  and  Disproportionate 
Share  Adjustments  to  PPS  Operating  Payments 

The  Commission  recommends  that  the  indirect 
medical  education  adjustment  to  PPS  operating  pay- 
ments be  reduced  from  its  current  level  of  7.7  percent 
to  7.0  percent  for  fiscal  year  1993.  This  reduction 
should  be  implemented  in  a  budget  neutral  fashion, 
with  the  anticipated  decrease  in  indirect  medical  edu- 
cation payments  returned  to  teaching  hospitals  that 
are  designated  as  disproportionate  share  providers 
through  a  corresponding  increase  in  their  dispropor- 
tionate share  adjustment  percentages. 

Recommendation  5:  Consistency  of 
Indirect  Medical  Education  and 
Disproportionate  Share  Adjustments 
to  PPS  Capital  and  Operating  Payments 

The  Commission  recommends  that  the  same  level 
of  indirect  medical  education  and  disproportionate 


share  payment  adjustments  be  applied  to  both  oper- 
ating payments  and  the  prospective  component  of 
capital  payments,  beginning  in  fiscal  year  1994. 
Further,  ProPAC  believes  that  the  methods  of  deter- 
mining these  adjustments  to  PPS  operating  pay- 
ments should  also  be  applied  to  capital  payments. 
Therefore: 

•  The  measure  of  teaching  intensity  used  for  the 
indirect  medical  education  adjustments  should 
be  defined  in  terms  of  the  ratio  of  residents  per 
bed, and 

•  The  criteria  for  designation  as  a  disproportion- 
ate share  provider  should  be  based  on  urban  or 
rural  location  and  number  of  beds. 

These  changes  would  better  reflect  the  policy 
objectives  of  the  Congress  in  defining  and  setting 
the  levels  of  the  payment  adjustments.  They  would 
also  be  consistent  with  the  principle  of  incorporat- 
ing capital  into  the  PPS  rate. 

Recommendation  6:  Improvements  in 
Labor  Market  Definitions 

The  Commission  believes  that  the  current  PPS 
labor  market  definitions  need  to  be  improved  or 
replaced  as  soon  as  possible.  Suitable  alternative 
definitions,  however,  are  not  immediately  avail- 
able. In  cooperation  with  the  American  Hospital 
Association  and  the  Health  Care  Financing  Admin- 
istration, ProPAC  is  developing  alternative  labor 
market  definitions  that  may  alleviate  many  of  the 
current  problems.  On  the  basis  of  this  effort,  the 
Commission  hopes  to  be  able  to  recommend  sub- 
stantially revised  labor  market  definitions  for  fiscal 
year  1994. 

Potential  Major  Refinements  to  the  DRGs 

The  Commission  has  recently  completed  a  partial 
evaluation  of  the  impact  of  alternative  proposals  for 
major  refinement  of  the  DRGs.  The  results  indicate 
that  these  refinements  would  allow  more  accurate 
classification  and  payment  for  Medicare  cases.  Fur- 
ther study  would  be  needed,  however,  to  reach  a 
final  judgment  regarding  the  desirability  of  any  of 
the  proposed  modifications.  Therefore,  ProPAC  is 
not  recommending  adoption  of  major  changes  at  this 
time.  The  Commission  is  interested  in  the  views  of 
hospitals  and  other  entities  as  it  continues  to  assess 
the  desirability  and  impact  of  these  refinements. 
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Recommendation  7:  Medicare  Transfer  Payment 
Policy 

Cases  transferred  out  of  a  hospital  should  be  paid 
based  on  a  graduated  per  diem  up  to  the  full  DRG 
payment  to  recognize  the  higher  daily  costs  associ- 
ated with  the  first  few  days  in  a  patient  stay.  In 
addition,  outlier  payment  policy  should  be  reexam- 
ined, particularly  with  respect  to  transfer  cases 
received  by  a  hospital.  The  Commission  believes 
that  hospitals  are  penalized  by  the  current  payment 
for  transfers  and  that  further  examination  of 
whether  hospitals  have  the  appropriate  incentive  to 
transfer  patients,  particularly  with  respect  to  recu- 
perative care,  is  warranted. 

Recommendation  8:  Payment  for  Hemophilia 
Blood  Clotting  Factor 

The  Commission  believes  that  current  PPS  pay- 
ment policies  are  adequate  to  prevent  significant 
payment  inequities  for  hospitals  that  treat  Medicare 
beneficiaries  with  hemophilia.  Therefore,  ProPAC 
does  not  recommend  reinstatement  of  an  add-on 
payment  for  the  costs  of  blood  clotting  factor  pro- 
vided to  hemophilia  patients.  However,  should  the 
current  situation  change,  the  Commission  may 
reevaluate  this  issue. 

Recommendation  9:  Payment  for  Epilepsy  Cases 

The  current  DRG  assignment  should  be  revised 
to  account  for  the  resource  requirements  of  patients 
with  epilepsy  receiving  intensive  neurodiagnostic 
monitoring. 

Recommendation  10:  Essential  Access 
Community  Hospital  Program 

The  Commission  recommends  that  the  Secretary 
waive,  on  an  individual  case  basis,  some  of  the 
requirements  for  participation  in  the  Essential  Access 
Community  Hospital  Program.  This  would  encourage 
increased  hospital  participation  and  allow  the  Secre- 
tary to  gain  additional  experience  with  alternative  poli- 
cies. Over  time,  policies  should  be  expanded  to  target 
the  larger  group  of  hospitals  that  should  continue  to 
operate  but  offer  limited,  less  specialized  inpatient  ser- 
vices. By  refocusing  these  hospitals'  operations,  the 
Commission  believes  that  overall  system  efficiency 
may  be  improved  without  sacrificing  access  to  care. 


PRO  Review  and  Quality  of  Care 

The  Commission  believes  the  Peer  Review 
Organization  program  should  continue  to  monitor, 
at  the  case  and  facility  levels,  the  care  furnished  to 
Medicare  beneficiaries.  Although  the  Commission 
commends  the  planned  expansion  of  epidemiologic 
patterns  of  care  studies  using  the  Uniform  Clinical 
Data  Set,  these  more  general  analyses  should  not 
replace  all  case-level  and  facility-level  quality 
review.  Further,  funding  should  be  sufficient  to 
allow  PROs  to  perform  case-level  and  facility-level 
review,  as  well  as  more  general  analyses  of  broad 
patterns  of  care. 

Updating  and  Adjusting  Payments 
to  PPS-Excluded  Hospitals  and 
Distinct-Part  Units 

Recommendation  11:  Fiscal  Year  1993 
Update  Factor  for  PPS-Excluded 
Hospitals  and  Distinct-Part  Units 

For  fiscal  year  1993,  the  target  rate  of  increase  for 
PPS-excluded  hospitals  and  distinct-part  units  should 
be  updated  to  account  for  the  following  factors: 

•  The  projected  increase  in  the  HCFA  PPS- 
excluded  hospital  market  basket,  currently 
estimated  at  4.6  percentage  points; 

•  An  upward  adjustment  of  0.2  percentage 
points,  to  reflect  the  difference  between 
HCFAs  market  basket  and  that  recommended 
by  ProPAC; 

•  A  correction  for  fiscal  year  1991  market  basket 
forecast  error  of  -0.7  percentage  points;  and 

•  An  allowance  for  scientific  and  technological 
advancement  of  0.1  percentage  points. 

In  addition,  a  positive  allowance  should  be  given 
to  TEFRA  providers  that  entered  the  program 
before  fiscal  year  1989,  depending  on  the  year  on 
which  their  target  rates  were  based.  This  allowance 
should  reflect  the  difference  between  the  actual 
updates  given  to  their  target  rates  in  earlier  years 
and  the  market  basket  for  those  years.  It  should 
result  in  aggregate  payments  that  are  budget  neutral 
with  respect  to  the  legislated  update. 


1 1 


Updating  Payments  to  Dialysis  Facilities 

Recommendation  12:  Update  Factor 
for  Payments  to  Dialysis  Facilities 

The  Commission  is  not  recommending  an 
increase  in  payments  for  dialysis  services  at  this 
time.  Currently,  data  are  inadequate  to  assess  the 
relationship  between  the  payments  and  the  costs 
of  furnishing  various  types  of  dialysis  services  in 
different  settings.  The  Commission  recommends 
that  HCFA  expedite  work  necessary  to  complete 
its  database  of  unaudited  dialysis  facility  cost 
reports.  In  addition,  HCFA  should  annually  audit 
the  cost  reports  of  a  representative  sample  of  dial- 
ysis facilities  and  maintain  a  database  with  this 
information. 

Improving  Hospital  Outpatient  Payment 
Policy 

Recommendation  13:  Outpatient  Payment 
Reform 

The  Commission  believes  that  a  prospective 
payment  system  for  outpatient  services  should  be 
implemented.  Outpatient  facility  payment  reform 
should  ultimately  include  all  providers  of  outpa- 
tient services,  such  as  hospitals,  physicians' 
offices,  and  free-standing  ambulatory  surgical  cen- 
ters. 

The  same  payment  method  should  apply  to  the 
facility  or  technical  component  of  all  services.  The 
payment  rate,  however,  should  be  adjusted  to 
reflect  justifiable  cost  differences  such  as  wages 
and  case  mix.  Further,  cost  differences  that  have 
some  societal  benefit  like,  for  example,  standby 
capacity  and  emergency  capabilities,  should  also  be 
reflected  in  the  payment  rate.  Where  feasible,  the 
unit  of  payment  should  be  based  on  bundled  related 
services. 

Recommendation  14:  Medicare  Volume 
Performance  Standard 

Services  provided  in  the  hospital  outpatient  set- 
ting should  be  included  in  the  Medicare  Volume 
Performance  Standard  (VPS)  to  the  extent  that 
these  services  are  included  when  provided  in  other 
settings.  Certain  services,  such  as  laboratory  tests 
and  therapy,  currently  are  included  in  the  VPS 


when  they  are  furnished  in  free-standing  settings. 
The  Commission  believes  that  hospital-provided 
services  should  also  be  incorporated  in  the  VPS. 
Their  inclusion  will  make  incentives  to  control  vol- 
ume consistent  across  sites  of  care. 

Recommendation  15:  Cost  Data  Collection  for 
Outpatient  Providers 

A  mechanism  for  periodic  collection  of  proce- 
dure-specific cost  data  in  free-standing  settings, 
including  physicians'  offices  and  ambulatory  surgi- 
cal centers,  should  be  implemented. 

Recommendation  16:  Beneficiary  Liability 

Beneficiary  Part  B  coinsurance  for  hospital  out- 
patient services  that  are  paid  for  prospectively 
should  be  limited  to  20  percent  of  the  payment 
amount  allowed  by  Medicare. 

Recommendation  17:  Quality  of  Care 
in  Outpatient  Settings 

The  Commission  is  concerned  about  the  lack  of 
Federal  quality  oversight  in  many  ambulatory  care 
settings.  As  more  services  are  furnished  in  outpa- 
tient settings,  ProPAC  believes  the  Secretary 
should  enhance  existing  methods  and  develop  new 
ones  to  assess  and  monitor  the  quality  of  care  pro- 
vided to  beneficiaries  in  these  settings. 

Recommendation  18:  Payment  for  Hospital- 
Provided  Outpatient  ASC-Approved 
Surgery 

The  Commission  believes  that  payments  for 
ambulatory  surgery  performed  in  the  hospital  out- 
patient setting  should  be  fully  prospective  based 
on  national  rates  adjusted  for  area  wage  differ- 
ences. The  payment  rates  should  be  established 
using  average  hospital  costs  and  free-standing 
ASC  payments.  These  rates  should  be  computed  in 
a  budget  neutral  fashion;  that  is,  aggregate  spend- 
ing should  neither  increase  nor  decrease.  National 
rates  should  be  based  on  the  classification  system 
used  to  determine  payments  to  free-standing 
ASCs.  However,  the  Commission  believes  this 
classification  system  should  be  revised.  The  rates 
should  be  updated  annually  using  an  appropriate 
update  factor. 
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Recommendation  19:  Revision  of  the 
Classification  System  Used  to  Group 
Ambulatory  Surgery  Cases 

The  Secretary  should  revise  the  classification 
system  used  to  group  ambulatory  surgery  cases  for 
payment.  Cases  treated  in  both  hospitals  and  free- 
standing ambulatory  surgical  centers  should  be 
used  to  establish  the  payment  groups. 

Recommendation  20:  Payment  for  Hospital- 
Provided  Outpatient  Radiology  Services 

The  Commission  believes  that  payments  for 
radiology  services  provided  in  the  hospital  outpa- 
tient setting  should  be  fully  prospective  based  on 
national  rates  adjusted  for  area  wage  differences. 
The  payment  rates  should  be  established  using 
average  hospital  costs  and  the  technical  component 
of  the  Medicare  Fee  Schedule  for  physicians.  These 
rates  should  be  computed  in  a  budget  neutral  fash- 
ion; that  is,  aggregate  spending  should  neither 
increase  nor  decrease.  The  national  rates  should  be 
updated  annually  using  an  appropriate  update  factor. 

Recommendation  21:  Payment  Adjustments 
for  Hospital-Provided,  ASC-Approved 
Surgery  and  Radiology  Services 

The  Commission  believes  that  national  prospec- 
tive payment  rates  for  ASC-approved  ambulatory 
surgery  and  radiology  services  should  be  adjusted 
to  reflect  differences  in  labor  costs.  This  adjust- 
ment should  take  into  account  the  appropriate  labor 
share  and  occupational  mix  of  ASC-approved 
surgery  and  radiology  services  in  the  hospital 
outpatient  setting.  The  Secretary  should  conduct 
additional  research  to  determine  whether  other 
adjustments  are  warranted. 


Improving  Skilled  Nursing  Facility  Payment 
Policy 

Recommendation  22:  Nursing  Facility 
Wage  Index 

The  Secretary  should  collect  data  on  employee 
compensation  and  paid  hours  of  employment  for 
nursing  facilities  that  care  for  Medicare  SNF 
patients.  Once  these  data  become  available,  the 
Secretary  should  develop  a  nursing  facility  wage 
index  and  use  it  to  adjust  Medicare  SNF  payments. 

Recommendation  23:  Nursing  Facility  Case-Mix 
Adjustment 

The  Commission  believes  that  the  payment  sys- 
tem should  recognize  differences  in  the  costs  of 
care  for  different  types  of  patients.  Therefore,  it 
supports  the  Secretary's  efforts  to  develop  and 
implement  a  case-mix  adjustment  to  Medicare  SNF 
payments  under  the  Multistate  Nursing  Home  Case 
Mix  and  Quality  Demonstration.  If  the  case-mix 
adjustment  developed  under  the  demonstration 
proves  to  be  appropriate,  it  should  be  implemented. 


Chapter  1 

Medicare  Spending  and 
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The  Medicare  program  today  covers  acute  and 
post-acute  care  services  provided  in  many  different 
settings.  When  Medicare  was  enacted  in  1965,  the 
primary  settings  were  acute  care  hospitals  and 
physicians'  offices.  This  has  been  changing,  how- 
ever, as  the  Medicare  program  has  expanded  and 
added  benefits,  such  as  home  health,  hospice,  and 
dialysis  services.  Changes  in  practice  patterns  and 
the  development  of  new  technological  capabilities 
have  also  fostered  the  treatment  of  patients  outside 
the  hospital.  All  these  factors  have  led  to  signifi- 
cant changes  in  how  and  where  Medicare  benefi- 
ciaries are  treated. 

New  providers,  facilities,  and  sites  of  care  have 
grown  rapidly;  in  many  instances,  the  same  service 
can  be  provided  in  a  variety  of  settings.  Home 
health  agencies,  skilled  nursing  facilities  (SNFs), 
and  rehabilitation  facilities  often  provide  similar 
post- acute  care  services.  In  many  cases,  these  ser- 
vices can  be  used  to  shorten  and  reduce  the  cost  of 
a  beneficiary's  inpatient  hospital  stay. 

Spending  for  services  delivered  outside  the  hos- 
pital has  increased  markedly.  Medicare  payment  is 
specific  to  the  type  of  facility  in  which  the  service  is 
offered.  The  payment  method  for  a  cataract  extrac- 
tion, for  example,  differs  depending  on  whether  the 
procedure  is  performed  in  an  inpatient  or  outpatient 
hospital  setting,  a  free-standing  ambulatory  surgical 
center  (ASC),  or  a  physician's  office. 

The  current  Medicare  benefit  and  payment 
system,  therefore,  is  made  up  of  fragmented  and 
sometimes  inconsistent  payment  policies  across  the 
various  facilities  and  settings.  These  policies  may 
not  encourage  the  most  efficient  use  of  resources  or 
the  most  appropriate  care.  The  coverage  of  and 
payment  for  services  furnished  by  many  new 
providers  and  facilities  may  make  services  for 


Medicare  beneficiaries  more  accessible.  On  the 
other  hand,  the  proliferation  of  facilities  also  con- 
tributes to  the  rapid  growth  in  Medicare  spending 
and  may  make  it  more  difficult  for  beneficiaries  to 
receive  quality  care  at  a  reasonable  price. 

The  Prospective  Payment  Assessment  Commis- 
sion's (ProPAC)  original  mandate  was  to  advise  the 
Congress  and  the  Secretary  of  Health  and  Human 
Services  (HHS)  on  the  Medicare  prospective  pay- 
ment system  (PPS)  for  hospitals.  This  role  has 
since  expanded  to  include  payment  for  hospital 
outpatient  services,  excluded  hospitals  and  units, 
skilled  nursing  facilities,  dialysis  treatments  for 
end-stage  renal  disease  (ESRD)  patients,  and  home 
health  services.  The  broadening  of  ProPAC's 
responsibilities  gives  the  Commission  an  opportu- 
nity to  examine  the  interrelationship  among  alter- 
native facility  payment  policies  and  to  devise 
policies  that  encourage  an  appropriate  continuum 
of  care  at  a  reasonable  level  of  spending.  Only 
through  a  careful  analysis  of  the  complex  array  of 
providers,  benefits,  and  payment  methods  can  such 
policies  be  developed. 

This  chapter  gives  an  overview  of  the  facilities 
that  provide  services  to  Medicare  beneficiaries.  It 
focuses  on  Medicare  expenditures  across  the  vari- 
ous facilities  and  explains  the  reasons  for  their 
growth.  The  first  section  reviews  the  types  of 
facilities  participating  in  the  Medicare  program, 
Medicare  spending,  utilization,  and  capacity.  This 
discussion  provides  background  on  how  the  pro- 
gram has  evolved  over  the  past  decade.  The  chapter 
then  examines  the  reasons  for  Medicare  spending 
growth  by  facility  type,  focusing  on  payment  poli- 
cy and  utilization  effects.  This  is  followed  by  a 
description  of  the  relationship  between  utilization 
and  spending  trends  by  taking  a  broader  look  at 
how  those  forces  interact  and  affect  total  Medicare 


L5 


16 


Table  1-1.  Provider  and  Facility-Specific  Payment  Policies 


Provider/Facility 


Method  of  Payment 


Medicare-recognized  Part  A  providers3 
Hospitals  (inpatient) 
Skilled  nursing  facilities 
Home  health  agencies 
Hospice  programs 

Medicare-recognized  Part  B  providers" 
Hospitals  (outpatient) 

Comprehensive  outpatient  rehabilitation  facilities 
Rehabilitation  agencies  and  clinics 

Other  Part  B  facilities  recognized  by  Medicare 
Ambulatory  surgical  centers 
Dialysis  facilities 
Cardiac  rehabilitation  facilities 
Independent  clinical  laboratories 
Physical  and  occupational  therapy  practices 

Rural  health  clinics 


PPS  and  costs  subject  to  TEFRA  limits 
Costs  subject  to  limits 
Costs  subject  to  limits 
Cost-related  prospective  payment 


Varies  by  service 
Reasonable  costs 
Reasonable  costs 


Prospective  rate 
Prospective  rate 
Reasonable  charge 
Fee  schedule 

Reasonable  charges  subject  to  salary 

equivalency  guidelines 
Reasonable  costs 


For  beneficiaries  with  Part  B  but  no  Part  A  coverage,  some  of  the  services  furnished  by  these  providers  are  covered  as  a  Part  B 
benefit. 


Includes  ambulance  and  portable  X-ray  suppliers. 
SOURCE:  Information  compiled  by  ProPAC. 

expenditures  and  patterns  of  care.  The  chapter  ends 
by  highlighting  Commission  activities  related  to 
developing  and  refining  prospective  payment  for 
these  various  facility-based  providers. 

FACILITIES  INVOLVED  IN  MEDICARE 

Medicare  beneficiaries  receive  services  in  a  vari- 
ety of  facilities  (see  Table  1-1 ).  This  section  focuses 
on  the  major  types  of  facilities  included  in  the 
Commission's  mandate:  inpatient  hospitals  paid 
under  PPS,  hospitals  and  units  excluded  from  PPS, 
outpatient  hospital  care,  skilled  nursing  facilities, 
home  health  agencies,  and  renal  dialysis  facilities. 
In  addition,  the  section  examines  changes  in  spend- 
ing for  independent  laboratory,  hospice,  and  physi- 
cian services.  Although  Medicare  recognizes  a 
number  of  other  facilities  and  providers  for  pay- 
ment, they  are  not  discussed  here  since  they 
account  for  relatively  low  expenditures,  and  data 
on  them  are  limited. 

There  are  many  additional  sites  of  care  that 
Medicare  does  not  recognize  for  facility  payment, 
but  where  specific  services  furnished  are  covered 
under  Part  B  rules  (see  Table  1-2).  In  these  cases, 
the  facility  does  not  have  to  meet  conditions  of  pro- 
gram participation.  Many  of  these  sites  of  care  are 


treated  as  physicians'  offices  or  physician-directed 
clinics. 

Medicare  Spending 

Medicare  spending  continues  to  rise  at  near  double- 
digit  rates,  despite  a  decade  of  intensified  attempts 
at  cost  control.  Medicare  Part  B  expenditures  for 
physician  and  other  ambulatory  services  have 
grown  much  faster  than  spending  under  Part  A, 
which  covers  hospitals  and  some  other  facility  ser- 
vices. Between  1980  and  1990,  Part  B  spending 
increased  by  more  than  280  percent,  while  spend- 
ing under  Part  A  rose  by  about  160  percent.  By 
contrast,  general  inflation  in  the  U.S.  economy  dur- 
ing that  period  was  57  percent. 

Between  1980  and  1990,  total  Medicare  spend- 
ing per  enrollee  increased  by  147  percent.  The  28 
percent  growth  in  spending  per  enrollee,  adjusted 
for  inflation,  was  much  less  in  inpatient  hospitals 
than  in  other  settings  (see  Figure  1-1).  Real  growth 
in  spending  per  enrollee  increased  fastest  in  other 
facilities  recognized  by  Medicare  (SNF,  home 
health  agencies,  hospices,  outpatient  facilities,  and 
clinical  laboratories),  a  cumulative  170  percent 
between  1980  and  1990.  The  real  growth  in  physi- 
cian spending  per  enrollee  was  about  84  percent. 
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Table  1-2.  Sites  of  Care  Without  Specific  Medicare  Policies 


I  yP"  Ul  r  iUvlUfc!i 

IVIdJUl   OCIVIOob  vJllfcJItsU 

Ambulatory  care  centers 

Primary  urgent  care,  occupational  medicine,  diagnostic  imaging, 

rehabilitation/sports  medicine,  psychiatric  treatment,  substance  abuse 

treatment 

Diagnostic  imaging  centers 

X-ray,  mammography,  ultrasound,  magnetic  resonance  imaging, 

computerized  axial  tomography  scans 

Cancer  centers:  comprehensive 

Radiation  therapy,  chemotherapy,  cancer  screening  and  prevention, 

radiation  oncology 

patient  education,  rehabilitation 

Women's  centers 

Mammography,  breast  services,  premenstrual  syndrome  care,  diabetes 

care/education,  pap  smear 

Lithotripsy  centers 

Extracorporeal  shock  wave  lithotripsy  for  kidney  stone  removal 

Outpatient  psychiatric  clinics 

Psychiatric  treatment,  medication  monitoring,  substance  abuse 

treatment,  suicide  counseling 

Pain  clinics 

X-ray,  psychological  testing,  laboratory  tests,  physical  examinations, 

drug  therapy,  physical  therapy 

SOURCE:  Project  HOPE  under  contract  to  ProPAC. 

The  change  in  the  growth  of  Medicare  spending 
has  shifted  the  proportion  of  expenditures  account- 
ed for  by  hospitals  and  other  services.  In  1980, 
about  67  percent  of  Medicare  spending  was  for 

Figure  1-1.  Cumulative  Growth  in  Real 
Medicare  Spending  Per 
Enrollee,  1980-1990 
(In  Percent) 
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inpatient  hospital  services,  23  percent  was  for  phy- 
sician services,  and  10  percent  was  for  other  pro- 
gram benefits  (see  Figure  1-2).  By  1990,  only  54 
percent  of  Medicare  spending  was  for  inpatient 
hospital  services,  and  27  percent  was  for  physician 
services.  Other  services  accounted  for  19  percent  of 
total  Medicare  spending. 

Spending  for  inpatient  hospital  services  is  still 
by  far  the  largest  single  expenditure  category  in 
Medicare,  totaling  almost  $59  billion  in  1990  (see 
Table  1-3).  The  growth  in  spending  for  inpatient 

Figure  1-2.  Total  Medicare  Spending,  by 
Type  of  Facility  or  Service, 
1980  and  1990  (In  Percent) 

1980  1990 


1982 


1984  1986 

Year 


1990 


Other  facilities* 
Inpatient  hospital 


Physician 


Physician 
23% 


Other 
Medicare 
10% 


"Other  facilities  include  outpatient  hospitals  and  other  included 
providers,  skilled  nursing  facilities,  home  health  agencies, 
hospices,  and  independent  laboratories. 


Inpatient 
hospital 
67% 


Physician 
27% 


Othe 
Medicare 
19% 


Inpatient 
hospital 
54% 


SOURCE:  Health  Care  Financing  Administration, 
Office  of  the  Actuary. 


SOURCE:  Health  Care  Financing  Administration,  Office  of  the  Actuary. 
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Table  1-3.  Estimated  Medicare  Benefit  Payments,  by  Type  of  Service,  1980-1990 


Part  A 


Part  B 


Total  Medicare 


Inpatient 


Skilled  Nursing      Home  Health  Agency*  Physician 


Outpatient 


Payments  Percent  Payments  Percent  Payments   Percent  Payments   Percent  Payments  Percent  Payments  Percent 
Year  (In  Billions)  Change  (In  Billions)  Change  (In  Billions)  Change  (In  Billions)  Change  (In  Billions)  Change  (In  Billions)  Change 


1980 

$  36.5 

$24.4 

$0.4 

$0.8 

$  8.5 

$2.0 

1981 

43.7 

19.8% 

29.2 

1 9.7% 

0.5 

9.5% 

1.1 

29.1% 

10.1 

19.5% 

2.4 

1 9.2% 

1982 

51.2 

17.3 

33.8 

15.7 

0.5 

9.3 

1.4 

30.9 

12.2 

20.2 

2.8 

19.1 

1983 

58.1 

13.5 

37.6 

11.2 

0.5 

6.7 

1.8 

28.3 

14.3 

17.2 

3.3 

16.4 

1984 

64.8 

11.5 

41.9 

11.4 

0.6 

6.9 

2.1 

19.0 

15.6 

9.7 

3.8 

14.2 

1985 

69.9 

7.9 

44.3 

5.7 

0.6 

2.9 

2.2 

5.3 

17.2 

9.8 

4.4 

16.8 

1986 

75.4 

7.8 

45.8 

3.5 

0.6 

0.2 

2.2 

1.0 

19.6 

14.0 

5.3 

20.1 

1987 

81.7 

8.4 

48.0 

4.7 

0.6 

9.0 

2.2 

-0.5 

22.2 

13.3 

6.2 

17.7 

1988 

88.9 

8.8 

50.8 

5.9 

1.0 

51.7 

2.4 

8.5 

24.5 

10.5 

7.0 

13.1 

1989 

100.0 

12.5 

55.0 

8.3 

3.4 

258.1 

3.0 

24.2 

27.1 

10.5 

7.6 

8.3 

1990 

108.4 

8.4 

58.9 

7.1 

2.4 

-29.3 

4.4 

46.8 

29.4 

8.5 

8.5 

11.3 

Note:  Payments  reported  here  are  incurred  expenditures  rather  than  outlays. 

*  Includes  Part  B  home  health  agency  expenditures. 

SOURCE:  Health  Care  Financing  Administration,  Office  of  the  Actuary. 

hospital  services,  however,  has  been  much  slower 
than  that  for  other  facilities.  Although  data  on 
spending  by  type  of  inpatient  facility  (PPS  short 
stay  or  excluded  provider)  are  limited,  growth  in 
spending  was  probably  faster  in  excluded  hospitals 
because  the  number  of  Medicare  discharges  from 
these  providers  increased  substantially  between 
1985  and  1988,  while  discharges  declined  for  short 
stay  facilities.  Excluded  hospitals  accounted  for 
about  8  percent  of  Medicare  inpatient  spending  in 
1990.' 

Spending  for  outpatient  hospital  care  and  other 
facilities  rose  by  more  than  325  percent  between 
1980  and  1990,  from  $2.0  billion  to  $8.5  billion. 
Much  of  this  increase  was  due  to  a  shift  in  site  of 
service  delivery.  Cataract  surgery,  which  in  the 
early  1980s  was  performed  almost  exclusively  in 
the  inpatient  setting,  is  illustrative.  By  1990, 
cataract  surgery  was  performed  almost  exclusively 
in  outpatient  settings. 

Spending  for  SNF  care  climbed  from  $0.4  billion 
in  1980  to  $2.4  billion  in  1990,  a  500  percent 
increase.  The  rise  was  most  pronounced  in  1988 
and  1989.  Home  health  agency  spending  also  rose 
markedly  between  1980  and  1990.  In  1980,  it 
totaled  about  $0.8  billion,  but  by  1990  had 
increased  by  almost  450  percent,  to  $4.4  billion. 
Home  health  agency  spending  was  the  fastest 
growing  part  of  the  Medicare  program  in  1990. 


Spending  for  hospice  services  was  just  over 
$350  million  in  1990 — a  marked  increase  since  the 
benefit  was  first  introduced  in  1984.  The  magni- 
tude of  this  spending  is  quite  small,  however,  com- 
pared with  expenditures  in  other  parts  of  Medicare. 

In  1989,  spending  for  dialysis  services  totaled 
$1.2  billion,  with  increases  averaging  8.7  percent 
annually  between  1984  and  1989. 2  The  yearly 
increase  in  spending  for  dialysis  treatment  has  been 
much  more  constant  than  that  for  other  facilities 
due  largely  to  greater  numbers  of  patients  served. 

Specific  data  on  spending  in  other  Medicare- 
approved  facilities  are  available  only  for  indepen- 
dent laboratories.  Expenditures  for  these 
laboratories  rose  dramatically  between  1980  and 
1990,  spiraling  more  than  1,000  percent  from  $139 
million  to  $1.5  billion. 

Medicare  spending  for  physician  services  totaled 
almost  $30  billion  in  1990,  an  increase  from  $8.5 
billion  in  1980.  Although  the  growth  in  this  spend- 
ing category  slowed  in  the  latter  part  of  the  decade, 
it  was  still  substantially  faster  than  that  for  inpa- 
tient hospital  services  and  more  than  twice  the 
increase  in  general  inflation.  Real  spending  per 
enrollee  rose  by  84  percent  during  the  1980s. 
Spending  controls  placed  on  physicians,  such  as 
physician  fee  freezes,  may  have  had  some  effect  on 
the  slower  growth  seen  by  the  end  of  the  decade. 


Table  1-4. 

Trends  in  Medicare  Enrollment,! 980- 

1991  (In  Millions) 

Number  of  People 

Year3 

Total 

Aged 

Di^ahlpd 

1980 

28.5 

25.5 

^  n 

O.U 

1981 

29.0 

26.0 

o.u 

1982 

29.5 

26.5 

o.U 

1983 

30.0 

27.1 

0  Q 

1984 

30.5 

27.6 

1985 

ol  .1 

no  o 

0  Q 

1986 

31.7 

28.8 

3.0 

1987 

32.4 

29.4 

3.0 

1988 

33.0 

29.9 

3.1 

1989 

33.6 

30.4 

3.2 

1990 

34.2 

30.9 

3.3 

1991b 

35.0 

31.6 

3.4 

a  As  of  July  of  the  specified  year. 
b  Estimated. 

SOURCE:  Health  Care  Financing  Administration,  Burp^u  of  Data  Management 


and  Strategy,  and  the  Office  of  the  Actuary. 

Medicare  Facility  Utilization 

Utilization  trends  for  Medicare  services  in  the 
different  sites  are  related  to  two  basic  factors: 
changes  in  the  number  of  Medicare  enrollees,  and 
changes  in  treatment  patterns  due  to  new  technolo- 
gies and  physician  practice  styles.  The  interaction 
of  these  two  factors  helps  explain  a  major  portion 
of  spending  growth. 

Between  1980  and  1990,  Medicare  enrollment 
increased  by  about  20  percent  to  34.2  million  (see 
Table  1-4).  The  rise  in  the  number  of  enrollees, 
however,  generally  affects  spending  growth  in  all 
parts  of  the  program  equally,  contributing  about  2 
percent  annually. 

Changes  in  the  proportion  of  beneficiaries  using 
services  are  more  important  in  explaining  some  of  the 

Table  1-5.  Aged  and  Disabled  Persons  Served  by 
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variations  in  spending  trends.  Changing  utilization  is 
due  to  several  factors.  Among  these  are  population 
aging,  a  greater  supply  of  services  and 
technological  capabilities,  and  practice  pattern 
changes.  The  percentage  of  enrollees  receiving  ser- 
vices under  Medicare  each  year  grew  from  63  percent 
to  78  percent  between  1980  and  1989  (see  Table  1-5). 

Spending  growth  for  inpatient  hospital  services 
probably  would  have  been  much  larger  were  it  not 
for  a  decline  in  inpatient  admissions  and  length  of 
stay.  The  fall  in  inpatient  use,  however,  was  associ- 
ated with  a  substantial  increase  in  outpatient  uti- 
lization. The  decrease  in  length  of  stay  coincided 
with  greater  utilization  of  SNFs,  rehabilitation  hos- 
pitals and  units,  and  home  health  care  agencies  for 
post-acute  care  services. 

Hospital  admissions  for  those  65  and  over 
decreased  during  the  first  three  years  of  PPS.  Since 
1987,  admissions  have  increased,  but  not  as  fast  as 
the  number  of  Medicare  enrollees.  The  proportion  of 
Medicare  enrollees  using  hospital  services  fell  from 
23.7  percent  in  1980  to  19.2  percent  in  1989,  an  aver- 
age annual  decline  of  2.3  percent.  Overall,  Medicare 
inpatient  hospital  utilization  per  enrollee  has  contin- 
ued to  drop,  but  much  more  slowly  than  between 
1984  and  1986.  Admissions  to  excluded  hospitals 
and  units,  by  contrast,  increased  substantially  in  the 
1980s,  rising  by  43  percent  between  1985  and  1988. 

Medicare  utilization  of  hospital  outpatient  ser- 
vices has  increased  notably.  In  1980,  27.5  percent  of 
Medicare  enrollees  used  hospital  outpatient  facili- 
ties, compared  with  45.8  percent  in  1989.  Higher 
outpatient  utilization  was  due  to  the  development  of 
new  technologies  and  changes  in  practice  patterns, 
as  has  been  noted.  These  caused  a  shift  in  services 

Medicare,  1980-1989  (Per  1,000  Enrollees) 


Average  Annual 

 Persons  Served   Percent  Change 

Type  of  Coverage/Provider  1980  1982  1984  1986  1988  1989  1980-1989 


Total 

633.2 

638.2 

681.3 

726.9 

761.7 

778.9 

2.3% 

Hospital  Insurance  (Part  A) 

240.6 

251.4 

239.9 

211.0 

207.6 

206.2 

-1.7 

Inpatient  hospital 

237.1 

243.5 

229.0 

203.2 

197.5 

192.3 

-2.3 

Skilled  nursing  facility 

9.2 

8.7 

10.0 

9.7 

11.9 

19.3 

8.6 

Home  health  agency 

25.9 

39.7 

49.9 

50.3 

48.8 

51.0 

7.8 

Supplementary  Medical  Insurance  (Part  B)  650.5 

653.5 

697.5 

748.9 

789.6 

810.3 

2.5 

Physician 

629.9 

696.1 

674.8 

725.9 

768.7 

792.6 

2.6 

Hospital-provided  outpatient  services 

275.1 

297.3 

332.2 

399.6 

447.6 

458.1 

5.8 

Note:  Rates  based  on  enrollment  in  Part  A,  Part  B  or  both,  as  appropriate. 


SOURCE:  Health  Care  Financing  Administration,  Bureau  of  Data  Management  and  Strategy. 


from  inpatient  to  outpatient  settings,  as  well  as  an 
absolute  growth  in  the  number  of  services  provided. 
The  movement  from  inpatient  to  outpatient  settings 
was  further  encouraged  by  Medicare  policies  and 
payment  incentives. 

Utilization  also  increased  substantially  for  SNFs 
and  home  health  agencies.  In  1989,  1.9  percent  of 
Medicare  enrollees  used  skilled  nursing  facilities, 
compared  with  0.9  percent  in  1980.  The  number  of 
covered  days  for  SNF  care  increased  markedly  in 
1988  and  1989,  due  largely  to  the  clarification  of 
coverage  guidelines  by  the  Health  Care  Financing 
Administration  (HCFA)  and  to  the  Medicare  Catas- 
trophic Coverage  Act  of  1988  (MCCA).  Utilization 
in  1990  declined  from  1989  levels  owing  to  repeal 
of  the  Act,  but  remained  much  higher  than  before 
the  legislation  was  passed.  The  number  of  benefi- 
ciaries receiving  SNF  care  continued  to  expand, 
however. 

Use  of  home  health  agency  services  increased 
from  2.6  percent  of  enrollees  in  1980  to  5.1  percent 
in  1989.  There  was  a  decided  rise  in  home  health 
visits  through  the  early  1980s,  although  visits 
decreased  in  the  1985  through  1987  period.  The 
early  growth  was  due  to  the  Omnibus  Budget  Rec- 
onciliation Act  (OBRA)  of  1980,  which  allowed 
more  home  health  agencies  to  participate  in  the 
program.  Recent  growth  in  utilization  is  due  partly 
to  changes  in  coverage  that  expanded  the  number 
of  beneficiaries  covered  and  broadened  the  scope 
of  home  health  agency  care. 


Medicare  admissions  to  hospice  programs  have 
continued  to  increase  since  the  hospice  benefit  was 
created  in  1984.  In  fiscal  year  1990,  slightly  more 
than  100,000  beneficiaries  were  admitted  to  these 
programs.  The  number  of  Medicare  beneficiaries 
undergoing  dialysis  treatment  doubled  between  1980 
and  1990  due  to  expanded  medical  indications. 

The  proportion  of  beneficiaries  using  physician 
services  grew  at  a  slower  rate  than  for  other  facility 
services,  2.6  percent  annually.  However,  almost  80 
percent  of  enrollees  used  physician  services  in 
1989,  making  this  the  most  widespread  benefit. 

Facility  Capacity 

Increased  total  spending  for  certain  types  of 
facilities  is  partly  explained  by  the  greater  number 
providing  Medicare-covered  services  (see  Table  1- 
6).  This  has  a  major  effect  on  enrollees'  access  to 
and  utilization  of  these  services. 

The  number  of  short  stay  hospitals  and  beds  has 
fallen  every  year  since  1983.  In  1990,  there  were 
921,400  hospital  beds,  compared  with  slightly  more 
than  a  million  in  1983,  a  decline  of  8.2  percent. 
Hospital  admissions,  however,  decreased  more 
rapidly;  thus,  excess  capacity  was  substantially 
greater  in  1990  than  in  1983.  While  the  number  of 
short  stay  PPS-eligible  hospitals  has  declined,  the 
number  of  excluded  hospitals  has  increased 
substantially.  In  1990,  there  were  57  percent  more 
excluded  psychiatric  hospitals  and  173  percent  more 
excluded  rehabilitation  hospitals  than  in  1984. 


Table  1-6.  Medicare  Participating  Facilities  and  Suppliers,  1980-1990 


Average 
Annual 
Percent 

Facility/Supplier  1980  1982         1984         1986  1988         1990  Change 


Hospitals 

6,777 

6,742 

6,675 

6,720 

6,715 

6,520 

-0.4% 

Short  stay 

6,104 

6,070 

6,038 

5,994 

5,856 

5,549 

-0.9 

Long  stay 

673 

672 

637 

726 

859 

971 

3.7 

Skilled  nursing  facilities 

5,052 

5,408 

5,952 

6,897 

7,379 

8,937 

5.9 

Home  health  agencies 

2,924 

3,415 

4,684 

5,978 

5,769 

5,730 

7.0 

Independent  laboratories 

3,447 

3,581 

3,801 

4,138 

4,487 

4,879 

3.5 

Outpatient  physical  therapy  providers 

419 

603 

791 

907 

1,030 

1,195 

11.0 

Portable  X-ray  suppliers 

216 

251 

269 

347 

395 

443 

7.4 

Rural  health  clinics 

391 

419 

420 

432 

459 

551 

3.5 

Comprehensive  outpatient  rehabilitation  facilities 

48 

96 

141 

186 

25.3 

Ambulatory  surgical  centers 

155 

574 

852 

1,197 

40.6 

Hospices 

108 

268 

449 

825 

40.3 

Facilities  providing  services  to  ESRD  beneficiaries 

999 

1,197 

1,335 

1,463 

1,701 

1,992 

7.1 

SOURCE:  Health  Care  Financing  Administration,  Bureau  of  Data  Management  and  Strategy. 
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The  supply  of  ambulatory  services  is  growing 
rapidly.  Although  the  specific  number  of  facilities 
furnishing  outpatient  services  is  not  readily  avail- 
able, data  on  increases  in  physicians  and  other 
information  illustrate  this  trend.  One  important 
type  of  free-standing  ambulatory  provider  for 
Medicare  is  the  ambulatory  surgical  center.  In 
1990,  there  were  1,197  Medicare-participating 
ASCs — more  than  two  and  one-half  times  the 
number  in  1985.  Further,  procedures  performed  at 
these  centers  rose  almost  200  percent  during  this 
period,  from  fewer  than  800,000  to  more  than  2.3 
million.3 

There  have  also  been  increases  in  nearly  all 
types  of  other  Medicare-eligible  facility  providers. 
The  number  of  skilled  nursing  facilities  furnishing 
services  to  Medicare  beneficiaries  climbed  from 
5,052  in  1980  to  8,937  in  1990,  or  77  percent.  The 
number  of  home  health  agencies  grew  by  96  per- 
cent during  this  period;  by  1990,  5,730  home  health 
agencies  were  participating  in  Medicare.  The  num- 
ber of  hospices  also  rose  substantially  between 
1984  and  1990,  largely  because  the  benefit  became 
a  covered  service  in  1984. 

The  number  of  facilities  providing  renal  dialysis 
expanded  by  about  100  percent  between  1980  and 
1990.  The  largest  increase  was  among  non-hospital 
renal  dialysis  facilities. 

As  noted  earlier,  numerous  new  ambulatory  sites 
of  care  have  emerged  recently,  among  them  ambu- 
latory care  centers,  cancer  centers,  women's  health 
clinics,  and  outpatient  psychiatry  clinics.  Physi- 
cians, hospitals,  for-profit  entrepreneurs,  and  other 
entities  have  entered  this  market.  The  numbers  of 
these  other  providers  are  unknown,  however. 

The  supply  of  physicians  also  grew  markedly 
over  the  decade.  In  1980,  there  were  about  468,000 
physicians,  compared  with  more  than  600,000  in 
1989,  an  increase  of  28  percent.  In  contrast,  the 
U.S.  population  grew  by  a  little  more  than  9  per- 
cent. 

REASONS  FOR  THE  GROWTH  IN 
MEDICARE  FACILITY  AND 
NONFACILITY  SPENDING 

Growth  in  Medicare  spending  across  facilities 
has  been  influenced  by  a  combination  of  factors:  an 


increase  in  the  beneficiary  population,  changes  in 
utilization  and  in  sites  of  care,  and  inflation. 
Changing  practice  patterns  and  treatment  protocols 
also  have  had  an  effect.  The  largest  component  of 
Medicare  spending,  inpatient  hospital  services,  has 
seen  the  smallest  growth,  while  spending  in  other 
types  of  facilities  has  accelerated  more  rapidly. 
Lower  rates  of  growth  for  inpatient  services  and 
higher  growth  rates  in  other  settings  are  also  par- 
tially the  result  of  different  Medicare  policies  to 
control  expenditures.  This  section  describes  spend- 
ing trends  observed  in  each  of  the  major  types  of 
Medicare  facilities. 

Inpatient  Hospital 

Since  fiscal  year  1984,  payments  to  short  stay 
hospitals  have  been  based  on  patient  diagnosis. 
There  are  about  490  diagnosis-related  groups 
(DRGs)  for  payment  purposes.  Payment  rates  are 
increased  annually  based  on  an  update  factor  set  by 
the  Congress.  The  updates  have  been  less  than  the 
per  unit  increase  in  costs  for  inpatient  hospital  ser- 
vices, which  has  helped  constrain  the  growth  rate 
in  Medicare  inpatient  hospital  spending.  Under 
PPS,  a  hospital  generally  knows  in  advance  what  it 
will  receive  in  payment  for  the  services  it  provides, 
unless  the  case  is  exceptionally  costly  or  the  stay  is 
much  longer  than  normal.  Before  the  advent  of 
PPS,  hospitals  were  paid  on  the  basis  of  costs,  sub- 
ject to  certain  limits.  This  payment  method  provid- 
ed minimal  incentives  for  efficiency. 

Prospective  payment  coincided  with  significant 
changes  in  how  hospitals  provide  care.  A  number 
of  trends,  such  as  reductions  in  length  of  stay  and 
admission  declines,  were  occurring  even  before 
PPS  was  implemented.  In  addition  to  the  evolution 
of  practice  patterns,  the  growing  use  of  post-acute 
services  such  as  SNFs,  home  health  care,  and  reha- 
bilitation hospitals  may  have  occurred  even  without 
implementation  of  PPS. 

Payment  constraints  have  had  a  substantial  influ- 
ence on  spending  growth  for  inpatient  hospital  ser- 
vices. However,  payments  per  discharge  increased 
dramatically  during  the  first  year  of  PPS  because  of 
the  way  that  initial  PPS  rates  were  set  and  increases 
in  the  case-mix  index  (CMI),  which  is  used  to  mea- 
sure the  severity  or  amount  of  service  provided  to 
patients  (see  Table  1-7).  Growth  in  spending  has 
been  much  lower  since  then,  due  to  payment  rate 
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updates  that  were  below  the  rise  in  costs.  The 
extent  to  which  these  payment  constraints  have  sig- 
nificantly affected  increases  in  the  total  cost  of  pro- 
viding services  is  unclear,  however.  In  fact, 
hospital  cost  increases  to  furnish  care  have  contin- 
ued to  outpace  both  general  inflation  and  the  hospi- 
tal market  basket,  which  measures  the  higher  costs 
hospitals  face  to  provide  services. 

Changes  in  the  hospital  CMI  directly  affected 
spending  growth.  Between  fiscal  years  1984  and 
1990,  the  Medicare  case-mix  index  rose  by  19.2 
percent  due  to  the  increasing  complexity  of  patients 
or  their  treatments  and  coding  practice  changes. 
Greater  patient  or  treatment  complexity  leads  to 
higher  resource  costs.  On  the  other  hand,  coding 
practice  changes  do  not  reflect  higher  costs,  but  do 
cause  higher  Medicare  spending. 

Falling  inpatient  hospital  utilization  and  chang- 
ing patterns  of  care — particularly  the  greater  use  of 
outpatient  and  post-acute  care  services — also  have 
significantly  affected  Medicare  spending.  Lower 
utilization  reduced  aggregate  spending  increases 
for  inpatient  hospital  services,  but  contributed  to 
the  notable  increase  in  expenditures  for  other  facili- 
ties. Changing  the  inpatient  payment  to  a  per  case 
system  provided  incentives  to  increase  utilization 
outside  the  hospital  and  decrease  inpatient  utiliza- 
tion. In  turn,  inpatient  capacity,  as  measured  by  the 


number  of  hospitals  and  beds,  fell  after  1983.  How- 
ever, excess  capacity,  as  measured  by  empty  beds, 
remains  at  historically  high  levels. 

Total  Medicare  inpatient  hospital  payments  rose 
by  40  percent  between  1984  and  1990.  Payment 
rate  changes  and  case-mix  increases  contributed 
most  to  this  growth.  Utilization  changes  initially 
were  responsible  for  decreasing  spending  growth 
and,  later,  for  holding  it  close  to  the  payment  rate 
change.  Admissions  growth  rates  have  been  below 
historical  levels  since  the  implementation  of  the 
Tax  Equity  and  Fiscal  Responsibility  Act  of  1982 
(TEFRA)  and  PPS.  This  trend  indicates  a  continu- 
ing shift  to  treating  patients  in  other  settings. 

PPS-Excluded  Providers 

When  PPS  was  implemented,  certain  facilities 
were  excluded:  rehabilitation  and  psychiatric  hos- 
pitals and  distinct-part  units,  as  well  as  children's, 
long-term,  and  cancer  hospitals.4  PPS-excluded 
providers  are  paid  on  the  basis  of  each  facility's 
historical  costs  trended  forward,  with  a  limit  placed 
on  the  rate  of  increase  in  per  case  reimbursable 
costs.  These  target  rate-of-increase  limits,  estab- 
lished by  TEFRA,  are  updated  annually.  The  target 
rate  per  discharge  is  derived  from  hospital-specific 
Medicare  costs  in  a  base  year,  which  varies 
depending  on  when  the  facility  was  constructed  or 
converted  to  a  PPS-excluded  category.  The 


Table  1-7.  Medicare  Inpatient  Hospital  Utilization  and  Spending,  1980-1990 

Inpatient  Total 
Admissions  Spending  Real  Spending  Inpatient  Spending 

Year  (In  Thousands)  Per  Admission  Per  Admission*  (In  Millions) 


1980 

10,628 

$2,281 

$2,281 

$24,242 

1981 

11,118 

2,610 

2,388 

29,022 

1982 

1 1 ,309 

2,969 

2,558 

33,580 

1983 

11,595 

3,222 

2,665 

37,361 

1984 

1 1 ,358 

3,666 

2,914 

41,638 

1985 

10,681 

4,118 

3,168 

43,988 

1986 

10,232 

4,442 

3,330 

45,452 

1987 

10,180 

4,669 

3,381 

47,528 

1988 

10,229 

4,919 

3,418 

50,316 

1989 

10,167 

5,352 

3,558 

54,410 

1990 

10,282 

5,669 

3,608 

58,288 

Average  annual 

percent  change: 

1980-1985 

0.1% 

12.5% 

6.8% 

12.7% 

1985-1990 

-0.8 

6.6 

2.6 

5.8 

Note:  Data  excludes  ESRD  enrollees. 
*  1980  dollars. 

SOURCE:  Health  Care  Financing  Administration,  Office  of  the  Actuary. 
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payment  mechanism  provides  hospitals  with  an 
incentive  to  keep  cost  increases  close  to  the  target 
increase  level.  There  are  no  incentives  to  keep 
increases  below  the  target  rate  or  to  control  vol- 
ume.5 

PPS-excluded  facilities  have  proliferated  since 
1984,  but  growth  has  not  been  uniform  across  all 
types  of  these  providers  (see  Table  1-8).  Those 
classified  for  payment  as  rehabilitation  facilities 
grew  most  rapidly  between  1984  and  1990.  During 
this  period,  rehabilitation  hospitals  increased  173 
percent,  while  rehabilitation  distinct-part  units  rose 
120  percent.  Psychiatric  facilities,  which  represent 
most  PPS-excluded  facilities,  also  have  undergone 
rapid  growth.  Some  existing  psychiatric  and  reha- 
bilitation hospitals  were  not  recognized  initially  as 
excluded  facilities  and  later  applied  for  excluded 
status,  which  helps  explain  this  trend. 

Medicare  discharges  from  most  PPS-excluded 
facilities  grew  steadily  from  1984  to  1988  (see 
Table  1-9).  Most  Medicare  discharges  from  PPS- 
excluded  facilities  in  1988  were  from  psychiatric 
providers  (63  percent  of  total  PPS-excluded  dis- 
charges). Rehabilitation  providers  treated  about  33 
percent  of  discharges  from  excluded  facilities.  The 
rest  were  treated  at  children's,  long-term,  and  can- 
cer hospitals.  Distinct-part  units,  especially  rehabil- 
itation units,  experienced  the  fastest  growth  in 
number  of  discharges  during  this  period.  The 
majority  of  beneficiaries  receiving  services  in 
PPS-excluded  facilities  are  treated  in  distinct-part 
units.  By  1988,  for  example,  nearly  70  percent  of 


Medicare  discharges  from  rehabilitation  providers 
were  from  distinct-part  units;  about  66  percent  of 
Medicare  discharges  from  psychiatric  providers 
were  from  such  units. 

A  portion  of  the  growth  in  utilization  and 
expenditures  of  excluded  facilities  can  undoubted- 
ly be  attributed  to  PPS.  Part  of  the  decline  in  inpa- 
tient care  in  short  stay  general  acute  care  hospitals, 
for  instance,  may  be  due  to  increases  in  the 
number  of  patients  admitted  to  specialty  facilities. 
Further,  hospitals  created  distinct-part  units  to 
absorb  overhead,  excess  capacity,  and  other 
resources,  allowing  them  to  lower  inpatient  costs. 
They  could  also  reduce  costs  by  discharging 
patients  to  the  excluded  unit  to  reduce  length  of 
stay.  Additional  providers  saw  opportunities  for 
growth  as  PPS  and  other  forces  reduced  inpatient 
stays.  It  is  impossible  to  attribute  how  much  of  the 
expenditure  growth  in  excluded  facilities  is  due  to 
PPS  and  how  much  to  changing  practice  patterns 
or  growing  need.  This  is  an  example,  however,  of 
how  cost  control  attempts  in  one  sector  of  the 
health  care  system  increased  spending  in  another. 

Outpatient  Facilities 

Ambulatory  services  generally  are  covered  under 
Part  B  of  Medicare.  These  services  include  medical 
visits,  diagnostic  laboratory  tests,  X-rays,  and  durable 
medical  equipment.  The  services  may  be  provided  by 
hospitals,  physicians,  non-physician  practitioners, 
and  suppliers.  Various  methods  are  used  by  Medicare 
to  pay  for  beneficiary  care  in  outpatient  settings; 
among  them,  reasonable  costs  or  charges,  prospective 


Table  1-8.  PPS-Excluded  Hospitals  and  Distinct-Part  Units,  1984-1990 

Year* 


Type  of  Facility 

1984 

1985 

1986 

1987 

1988 

1989 

1990 

1984-1990 

Hospitals 

Psychiatric 

439 

481 

515 

578 

608 

650 

691 

57% 

Rehabilitation 

49 

68 

79 

84 

100 

120 

134 

173 

Long-term 

84 

86 

92 

87 

87 

88 

90 

7 

Children's 

47 

53 

55 

60 

58 

59 

65 

38 

Cancer 

8 

8 

8 

8 

Total 

619 

688 

741 

817 

861 

925 

988 

60 

Distinct-part  units 

Psychiatric 

722 

762 

906 

950 

1,051 

1,104 

1,129 

56 

Rehabilitation 

308 

386 

473 

535 

565 

628 

678 

120 

Total 

1,030 

1,148 

1,379 

1,485 

1,616 

1,732 

1,807 

75 

*  Numbers  were  determined  as  of  September  of  each  year  except  1990,  which  was  as  of  December  17,  1990. 
SOURCE:  Health  Care  Financing  Administration,  Health  Standards  and  Quality  Bureau. 
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rates,  and  blended  rates.  The  payment  method  differs 
depending  on  the  site  and  type  of  service.6 

Medicare  spending  for  outpatient  services  has 
grown  substantially,  climbing  by  325  percent 
between  1980  and  1990.  Spending  growth  in  the 
outpatient  setting  has  been  much  faster  than  that  for 
either  physicians  or  hospitals.  From  1989  to  1990, 
for  instance,  hospital  outpatient  expenditures 
increased  11.3  percent.  This  compares  with  an 
increase  of  8.5  percent  for  physician  services  and 
7. 1  percent  for  hospital  inpatient  services. 

Due  to  technological  advances  and  practice  pat- 
tern changes,  hospitals  can  offer  more  types  of 
ambulatory  services  to  their  patients.  For  example, 
8 1  percent  of  hospitals  reported  having  an  organ- 
ized outpatient  department  in  1989,  compared  with 
32  percent  in  1979.  About  two-thirds  of  this  growth 
occurred  after  the  introduction  of  PPS.  By  1989, 
nearly  95  percent  of  hospitals  had  ambulatory 
surgery  services.7  Other  outpatient  services  provid- 
ed by  hospitals  include  substance  abuse  treatment, 
psychiatric  care,  and  rehabilitation. 

One  example  of  the  changing  medical  services 
provided  in  hospital  outpatient  departments  is 
surgery.  The  total  volume  of  surgery  in  hospitals 
increased  16.8  percent  from  1979  to  1989.  Inpa- 
tient surgery  actually  declined  30  percent,  while 
outpatient  hospital  surgery  increased  304  percent. 
In  1979,  outpatient  surgical  procedures  accounted 
for  only  14  percent  of  total  surgeries.  By  1989,  they 
accounted  for  almost  49  percent.8 


Medicare  data  on  hospital  outpatient  utilization 
and  spending  per  visit  are  rather  limited.  Informa- 
tion on  total  hospital  outpatient  spending,  however, 
may  help  explain  the  causes  of  growth  in  out- 
patient expenditures  (see  Figure  1-3).  In  the  1980 
to  1985  period,  real  spending  growth  in  hospital 
outpatient  services  was  due  almost  exclusively  to 
increased  spending  per  visit  or  to  intensity.  The 
causes  for  this  trend  cannot  be  broken  down  in 
detail,  but  probably  include  increasing  complexity 
of  cases,  changing  service  mix,  and  higher  charges. 
Some  of  the  growth  may  also  be  explained  by 
changes  in  the  way  visits  are  reported  through 
unbundling.  (Unbundling  is  the  separate  billing  of 
services  that  were  previously  included  in  the  same 
bill.)  In  the  1985  to  1990  period,  the  growth  in  vis- 
its due  to  technological  advances  and  practice  pat- 
tern changes  was  responsible  for  an  increasing 
proportion  of  the  total  real  growth  in  outpatient 
spending. 

Some  of  the  growth  in  Medicare  outpatient 
spending  can  be  attributed  to  PPS  and  the  incen- 
tives to  unbundle  services  by  providing  preadmis- 
sion testing  in  hospital  outpatient  departments.  Peer 
Review  Organization  precertification  requirements 
for  services  like  cataract  surgery  further  contribut- 
ed to  the  shift  from  inpatient  to  outpatient  settings. 
Recent  regulations  expanding  the  preadmission 
time  period  from  one  to  three  days  may  reduce  the 
number  of  outpatient  visits  that  are  separately  reim- 
bursable. Thus,  while  Medicare  payment  policy 
constrained  per  unit  growth  in  outpatient  spending 
by  controlling  payment  rate  increases,  it  provided 


Table  1-9.   Medicare  Discharges  from  PPS-Excluded  Hospitals  and  Distinct-Part  Units, 
1985-1988 


Percent  Change 

Type  of  Facility  1985  1986  1987  1988  1985-1988 


Psychiatric 

Hospitals  71,456  75,059  69,837  76,612  7.2% 

Units  93,120  120,739  131,217  148,501  59.5 

Total  164,576  195,798  201,054  225,113  36.8 

Rehabilitation 

Hospitals  25,429  27,401  31,413  35,567  39.9 

Units  45,650  57,566  68,813  82,723  81.2 

Total  71,079  84,967  100,226  118,290  66.4 

Long-term  14,477  14,666  13,712  14,304  -1.2 

Children's  1,690  2,141  2,298  2,281  35.0 


Note:  These  figures  understate  the  actual  number  of  Medicare  discharges  due  to  incomplete  cost  reports. 
SOURCE:  ProPAC  analysis  of  Medicare  Cost  Report  data  from  the  Health  Care  Financing  Administration. 
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Figure  1-3.  Factors  Accounting  for  Real 
Growth  in  Hospital  Outpatient 
Expenditures,  1980-1990 
(In  Percent) 

1980-1985  1985-1990 

„    .  ...  Sector-specific 
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Intensity 
59% 


Utilization 
39% 


SOURCE:  Health  Care  Financing  Administration,  Office  of  the  Actuary, 
Office  of  National  Health  Statistics. 

no  incentive  to  control  volume  or  intensity — the 
primary  contributors  to  higher  spending. 

Skilled  Nursing  Facilities 

Medicare's  skilled  nursing  facility  benefit  is  lim- 
ited to  payment  for  extended  care  services  fur- 
nished in  SNFs.  The  Medicare  SNF  benefit  covers 
skilled  nursing  services;  physical,  speech,  and 
occupational  therapy;  medical  social  services; 
drugs  and  biologicals;  whole  blood  and  packed  red 
blood  cells;  supplies,  appliances,  and  equipment; 
and  other  diagnostic  and  therapeutic  items  or  ser- 
vices provided  by  the  SNF  or  a  hospital  with  which 
the  SNF  has  a  transfer  agreement.9 

To  be  eligible  for  the  SNF  benefit  under  Part  A, 
beneficiaries  must  need  skilled  nursing  or  other 
skilled  rehabilitation  services  on  a  daily  basis.  In 
addition,  they  must  have  completed  a  minimum 
three-day  hospital  stay  and  must  have  been  trans- 
ferred to  a  SNF  within  30  days  after  discharge  from 
the  hospital.  The  need  for  SNF  care  must  have  been 
caused  by  the  medical  condition  that  led  to  the  hos- 
pital stay  or  by  one  that  arose  during  the  hospital- 
ization. The  benefit  is  limited  to  no  more  than  100 
days  of  post-hospital  care  per  spell  of  illness.  A 
daily  coinsurance  payment,  equal  to  $81.50  in 
1992,  is  required  after  the  twentieth  day  of 
service.10 

In  general,  Medicare  reimburses  SNFs  under 
Part  A  on  the  basis  of  reasonable  costs  subject  to 
certain  limits.  The  limits  apply  nationwide  but  are 


set  separately  for  urban  and  rural  facilities,  and 
hospital-based  and  free-standing  providers.  The 
Medicare  SNF  payment  method  creates  an  incen- 
tive for  providers  to  increase  costs  up  to  the  limit. 
Because  Medicare  accounts  for  a  relatively  small 
share  of  SNF  care,  however,  cost  growth  is  influ- 
enced more  by  the  payment  policies  of  the  Medi- 
caid program,  which  is  the  dominant  payer. 

Between  1980  and  1990,  expenditures  for  the 
Medicare  SNF  benefit  climbed  sixfold,  from  $0.4 
billion  to  $2.4  billion  (see  Table  1-10).  Most  of  this 
increase  occurred  after  1988.  Between  1988  and 
1989,  expenditures  for  this  benefit  jumped  an 
unprecedented  258  percent.  This  was  caused  by 
two  major  changes  to  the  SNF  program  in  1988 
and  1989  that  dramatically  affected  utilization, 
namely  clarification  of  coverage  guidelines  in  1988 
and  the  Medicare  Catastrophic  Coverage  Act.11 
Both  of  these  increased  the  number  of  enrollees 
using  the  benefit.  In  1990,  SNF  expenditures 
decreased  29  percent  after  the  Act  was  repealed. 

Between  1980  and  1990,  Medicare  SNF  pay- 
ments per  covered  day  of  service  increased  96  per- 
cent, from  an  average  of  $47.54  to  $93.12.  This 
growth  was  39  percentage  points  more  than  general 
inflation  over  the  period. 

Medicare  SNF  payments  per  person  served 
remained  fairly  constant  between  1980  and  1985, 
rising  roughly  3  percent  annually.  However,  in 
1987  they  began  to  accelerate,  increasing  by  13 
percent  and,  in  1988,  by  16  percent. 

Between  1988  and  1989,  however,  enrollees 
using  the  benefit  increased  66  percent,  and  covered 
days  escalated  almost  175  percent  because  of  the 
clarification  of  coverage  guidelines  and  the  MCCA 
cited  earlier.  In  1990,  SNF  expenditures  fell  almost 
30  percent  due  to  a  decline  in  covered  days  per 
patient.  The  number  of  patients  served,  however, 
continued  to  grow.  The  clarification  of  coverage 
guidelines  in  1988  kept  both  utilization  and  expen- 
ditures higher  than  pre-MCCA  levels.  Clearly,  the 
dramatic  increase  in  total  program  expenditures  is 
due  primarily  to  increased  utilization  rather  than  to 
price  increases. 

Utilization  was  substantially  affected  by  changes 
that  allowed  more  enrollees  to  use  the  SNF  benefit. 
Higher  SNF  costs  per  day  accounted  for  less  than 
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Table  1-10.  Medicare  Skilled  Nursing  Facility  Utilization  and  Spending,  1980-1990 


Cost  Per 

Covered  Days     Patients  Served*        Days  Per        Skilled  Nursing  Total  Spending 
Year  (In  Thousands)      (In  Thousands)      Patient  Served       Facility  Day       (In  Millions) 


1980 

8,645 

257 

33.6 

$  47.54 

$  411 

1981 

8,518 

251 

33.9 

52.83 

450 

1982 

8,814 

252 

35.0 

55.82 

492 

1983 

9,314 

265 

35.1 

56.37 

525 

1984 

9,640 

299 

32.2 

58.20 

561 

1985 

8,927 

314 

28.4 

64.64 

577 

1986 

8,160 

304 

26.8 

70.83 

578 

1987 

7,451 

293 

25.4 

84.55 

630 

1988 

1 1 ,033 

384 

28.7 

86.65 

956 

1989 

30,046 

636 

47.2 

113.93 

3,423 

1990 

26,000 

815 

31.9 

93.12 

2,421 

Average  annual  percent  change: 

1980-1985  0.6%  4.1% 

1985-1990  23.8  21.0 


-3.3% 
2.3 


6.3% 
7.6 


7.0% 
33.2 


These  numbers  are  for  fee-for-service  only  and  may  not  include  health  maintenance  organization  enrollees. 
SOURCE:  Health  Care  Financing  Administration,  Office  of  the  Actuary. 


one-third  of  the  growth.  A  small  part  of  the 
increased  utilization  may  also  have  been  brought 
on  by  PPS,  which  provided  hospitals  with  an 
incentive  to  reduce  the  length  of  inpatient  stays  by 
transferring  patients  to  SNFs  for  post-acute  care 
services.  In  1984,  for  example,  the  number  of 
Medicare  patients  receiving  SNF  care  rose  12.8 
percent  over  1983. 

Hospital  Swing  Beds 

The  Medicare  swing-bed  program  was  designed 
to  address  the  shortage  of  nursing  home  beds  in 
rural  areas  and  low  occupancy  rates  in  rural  hospi- 
tals. A  swing-bed  hospital  is  a  small  hospital  that 
can  use  its  beds  interchangeably  to  furnish  either 
acute  care  services  or  SNF-type  services  to  Medi- 
care beneficiaries.  Swing-bed  hospitals  are  generally 
allowed  to  use  any  number  of  their  acute  care  beds 
for  SNF-level  care. 

Hospitals  began  participating  in  the  swing-bed 
program  in  1982;  only  hospitals  with  fewer  than  50 
beds  could  qualify.  In  1987,  the  program  was 
extended  to  rural  hospitals  with  fewer  than  100 
staffed  beds,  although  additional  requirements  were 
placed  on  these  hospitals.  The  number  of  hospitals 
participating  in  the  program  has  increased  every 
year  since  its  implementation.  In  1989,  approxi- 
mately 844  of  1,255  eligible  hospitals  participated 
in  the  program. 


The  Medicare  swing-bed  per  diem  rate,  calculat- 
ed for  each  state,  is  based  on  the  state's  average 
Medicaid  SNF  rate  in  the  previous  calendar  year. 
Medicaid  SNF  payment  levels  and  methods  vary 
from  one  state  to  another. 

The  number  of  Medicare  admissions  to  swing 
beds  has  increased.  The  average  number  of  covered 
days  for  beneficiaries  staying  in  swing  beds  has  con- 
sistently been  less  than  20 — substantially  lower  than 
that  for  beneficiaries  in  skilled  nursing  facilities. 

Swing-bed  days  account  for  only  a  small 
proportion  (about  5  percent)  of  total  SNF  care  days 
provided  to  Medicare  beneficiaries.  However,  the 
creation  of  swing  beds  may  have  increased  access 
to  post-acute  care  for  beneficiaries  living  in  rural 
areas  who  may  not  have  such  care  available  close 
to  home.  In  1988,  there  were  fewer  SNF  beds  per 
1,000  population  in  areas  where  swing  beds  were 
located  compared  to  those  without  swing  beds.12 

Home  Health  Care 

Medicare  beneficiaries  can  qualify  for  home 
health  care  benefits  if  they  are  confined  to  their 
homes  and  need  occasional  skilled  nursing  care  for 
an  acute  or  post-acute  condition.  Covered  home 
health  care  services  include  part-time  or  intermit- 
tent nursing  care;  physical,  occupational,  or  speech 
therapy;  medical  social  services;  part-time  or  inter- 
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mittent  services  of  a  home  health  aide;  medical 
supplies;  and  durable  medical  equipment.  There  is 
no  time  limit  or  prior  hospitalization  requirement. 
Program  guidelines  generally  limit  part-time  or 
intermittent  nursing  care  to  35  hours  per  week  for 
up  to  three  weeks.  There  is  no  deductible  or  coin- 
surance charge  for  this  care.  Services  must  be  pro- 
vided by  a  Medicare-certified  home  health  agency. 

Payment  to  home  health  agencies  is  based  on 
reasonable  cost  reimbursement  subject  to  certain 
limits.  The  limits  are  set  at  112  percent  of  the 
mean  labor-related  and  non-labor  related  per  unit 
costs  for  each  type  of  service  provided  by  free- 
standing home  health  agencies.  The  limits  are 
applied  on  an  aggregate  basis  to  all  visits  made  by 
the  agency.  The  payment  mechanism  for  home 
health  care  services  provides  an  incentive  to  con- 
trol costs  for  agencies  that  are  above  or  near  the 
payment  cap.  Agencies  with  costs  below  the  cap, 
however,  do  not  have  as  much  incentive  to  keep 
costs  down. 

Spending  for  home  health  care  climbed  by  440 
percent  between  1980  and  1990.  The  largest 
increase  occurred  from  1989  to  1990,  when  spend- 
ing jumped  47  percent  to  $4.4  billion  (see  Table 
1-11).  About  1.7  million  beneficiaries  received 
home  health  care  services  in  1990,  an  increase  of 
129  percent  over  1980.  Intensity  of  care,  as  mea- 
sured by  the  number  of  visits  per  patient  served, 


has  fluctuated  throughout  the  decade.  It  increased 
substantially,  however,  after  1988. 

Between  1981  and  1984,  beneficiaries  served 
rose  at  double-digit  rates  because  of  a  provision  in 
OBRA  1980  that  allowed  for-profit  home  health 
agencies  to  participate  in  Medicare  in  states  that  do 
not  require  their  licensing.  This  change  significant- 
ly boosted  the  number  of  home  health  agencies 
participating  in  the  program.  There  were  5,730 
Medicare  participating  home  health  agencies  in 
1990,  an  increase  of  96  percent  over  1980. 

The  latest  increase  in  utilization  occurred 
because  of  a  court  case  that  required  HCFA  to 
revise  the  eligibility  and  coverage  manual,  and 
clarify  the  rules  for  part-time  or  intermittent  care 
criteria.  These  changes,  which  became  effective  in 
July  1989,  reduced  provider  concerns  about 
retroactive  coverage  denials  of  intermittent  or  part- 
time  care  and  included  a  provision  for  case  man- 
agement services. 

The  average  charge  per  visit  rose  76  percent  from 
1980  to  1990,  only  19  percent  more  than  general 
inflation.  The  increase  between  1985  and  1990  was 
actually  less  than  general  inflation.  Higher  spending 
therefore  is  due  to  greater  numbers  of  beneficiaries 
served  and  more  visits  per  patient.  The  average 
charge  per  visit  accounted  for  only  a  small  part  of 
the  growth  in  home  health  expenditures. 


Table  1-11.  Medicare  Home  Health  Care  Utilization  and  Spending,  1980-1990 


Year 

Visits 
(In  Thousands) 

Patients  Served3 
(In  Thousands) 

Visits  Per 
Patient  Served 

Spending 
Per  Visit 

Spending  Per 
Patient  Served 

Total  Spending 
(In  Millions)" 

1980 

16,322 

726 

22.5 

$37.19 

$  836 

$  817 

1981 

22,688 

948 

23.9 

41.34 

989 

1,054 

1982 

30,628 

1,154 

26.5 

11.50 

1,181 

1,380 

1983 

36,898 

1,318 

28.0 

47.35 

1,325 

1,770 

1984 

40,422 

1,498 

27.0 

51.46 

1,389 

2,107 

1985 

39,449 

1,549 

25.5 

55.49 

1,413 

2,220 

1986 

38,000 

1,571 

24.2 

58.21 

1,408 

2,242 

1987 

35,588 

1,544 

23.0 

61.71 

1,422 

2,232 

1988 

37,100 

1,582 

23.5 

64.10 

1,503 

2,422 

1989 

46,173 

1,685 

27.4 

63.78 

1,748 

3,008 

1990 

65,985 

1,665 

39.6 

65.62 

2,601 

4,415 

Average  annual 

percent  change: 

1980-1985 

1 9.3% 

16.4% 

2.5% 

8.3% 

11.1% 

22.1% 

1985-1990 

10.8 

1.5 

9.2 

3.4 

13.0 

14.7 

a  These  numbers  are  for  fee-for-service  only  and  may  not  include  enrollees  in  health  maintenance  organizations. 
b  Includes  Part  B  expenditures. 

SOURCE:  Health  Care  Financing  Administration,  Office  of  the  Actuary. 
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Changes  in  coverage  and  eligibility  requirements 
fueled  the  growth  in  home  health  visits.  Greater 
utilization  can  also  be  attributed  to  expansion  in  the 
number  of  agencies  eligible  to  participate  in  the 
program.  It  is  difficult,  however,  to  differentiate  the 
effect  of  PPS  on  home  health  care  expenditures  due 
to  other  changes  taking  place  in  the  1980s  that  may 
also  have  influenced  spending  and  use. 

Hospice  Care 

The  Medicare  hospice  benefit  was  introduced  in 
1984.  Terminally  ill  Medicare  beneficiaries  whose 
life  expectancy  is  six  months  or  less  are  eligible  to 
receive  these  services.  Hospice  care  provided  to 
dying  persons  and  their  families  is  supportive 
rather  than  cure-oriented.  Once  a  beneficiary 
chooses  to  receive  the  hospice  benefit,  he  or  she 
must  waive  the  right  to  all  other  Medicare  benefits. 
Coverage  is  limited  to  210  days,  but  beneficiaries 
can  receive  an  additional  90-day  period  of  cover- 
age if  they  are  recertified  as  terminally  ill.  Hospice 
benefits  include  nursing  care,  various  therapies, 
medical  social  services,  homemaker-home  health 
services,  physicians'  services,  short-term  inpatient 
care,  and  patient  counseling. 

Hospices  are  paid  prospectively  for  the  care  they 
deliver,  and  the  rates  vary  according  to  level  of  care 
furnished  to  the  beneficiary.  They  are  paid  one  of 
four  predetermined  rates  for  each  day  of  care  they 
provide:  routine  home  care,  continuous  home  care, 
inpatient  respite  care,  and  general  inpatient  care. 

The  number  of  Medicare-certified  hospice 
providers  increased  from  108  in  1984  to  825  in 


Table  1-12.  Estimates  of  Hospice  Program  Data,  Fiscal  Years  1984-1995 


Hospice 

Days  Per 

Cost  Per 

Cost  Per 

Total  Cost 

Fiscal  Year 

Admissions 

Admission 

Hospice  Day 

Admission 

(In  Millions) 

1984 

2,200 

29 

$62 

$1,800 

$2 

1985 

1 1 ,000 

33 

66 

2,200 

15 

1986 

28,012 

37 

66 

2,442 

35 

1987 

68,721 

41 

74 

3,034 

63 

1988 

84,770 

44 

74 

3,256 

90 

1989 

89,008 

48 

74 

3,470 

211 

1990 

102,359 

51 

85 

4,245 

320 

1991 

112,595 

53 

93 

4,828 

465 

1992 

120,477 

55 

98 

5,270 

605 

1993 

126,501 

57 

103 

5,749 

760 

1994 

132,826 

59 

108 

6,258 

920 

1995 

139,467 

61 

114 

6,811 

1,100 

SOURCE:  Congressional  Budget  Office  estimates,  1984-1989,  and  baseline  projections  for  1990-1995. 


1990.  Both  spending  for  hospice  care  and  the 
number  of  beneficiaries  receiving  it  have  grown 
markedly  (see  Table  1-12).  Total  spending  for 
hospice  care  was  about  $320  million  in  fiscal 
year  1990,  and  there  were  slightly  more  than 
100,000  hospice  admissions.  Spending  for  the 
benefit  is  expected  to  increase  dramatically,  to 
more  than  $1  billion,  by  1995.  The  hospice  bene- 
fit, however,  substitutes  for  spending  in  other 
parts  of  Medicare  that  might  occur  if  the  benefit 
were  not  available. 

The  rise  in  hospice  spending  is  due  to  higher 
hospice  admission  rates  and  more  days  of  care  per 
admission.  The  admissions  increase  reflects  the 
fact  that  the  benefit  is  new  and  that  more  providers 
are  furnishing  this  care.  The  number  of  days  per 
admission  climbed  from  29  in  fiscal  year  1984  to 
51  in  fiscal  year  1990,  or  76  percent.  The  cost  per 
patient  day  rose  by  only  37  percent  over  this  peri- 
od, a  relatively  small  amount  after  accounting  for 
inflation. 

Dialysis  Facilities 

People  with  ESRD  are  eligible  for  all  Medicare 
benefits  if  they  are  fully  or  currently  insured  under 
Social  Security,  entitled  to  monthly  Social  Security 
benefits,  or  the  spouse  or  dependent  child  of  some- 
one insured  under  Social  Security.  About  two- 
thirds  of  enrollees  are  under  65.  Entitlement  to 
Medicare  benefits  generally  begins  in  the  third 
month  after  the  month  in  which  renal  dialysis  is 
initiated  and  ends  12  months  after  dialysis  stops. 
Patients  accepting  home  dialysis  training  can 
become  entitled  to  Medicare  benefits  earlier.13 
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Program  expenditures  for  ESRD  beneficiaries 
almost  doubled  over  the  1984  to  1989  period,  to 
$4.4  billion.  The  program  spent  an  average  of 
$26,600  per  beneficiary  in  1989,  this  includes  all 
Medicare-covered  services.  About  one-fifth  of  pro- 
gram expenditures  are  for  outpatient  dialysis  treat- 
ment. 

Medicare  spending  for  dialysis  treatment 
totaled  $1.2  billion  in  1989,  a  50  percent  increase 
over  1984.  Similarly,  the  number  of  enrollees 
receiving  dialysis  grew  by  49  percent  between 
1984  and  1989.  A  total  of  129,800  beneficiaries 
received  dialysis  treatment  in  1990.  Facilities  that 
provide  dialysis  receive  a  prospectively  set  rate 
per  treatment.  The  payment  rate  per  treatment  has 
essentially  been  unchanged  since  1983,  so  that 
price  changes  have  not  been  responsible  for 
increases  in  Medicare  expenditures.  The  average 
number  of  treatments  per  patient  year  has  also  not 
changed  appreciably.  The  growth  in  Medicare 
spending  for  dialysis,  therefore,  was  due  to 
greater  numbers  of  beneficiaries  receiving  this 
treatment. 

Other  Facilities,  Providers,  and  Suppliers 

Medicare  recognizes  for  payment  purposes  a 
host  of  other  facilities,  providers,  and  suppliers 
(see  Tables  1-1  and  1-6).  Available  information 
shows  their  proliferation  between  1980  and 
1990,  which  may  have  enhanced  beneficiaries' 
access  to  care.  Data  on  expenditures,  on  the 
other  hand,  are  quite  limited  except  for  indepen- 
dent laboratories. 

Spending  for  independent  laboratories  rose  more 
than  1,000  percent,  from  $139  million  to  $1.5  bil- 
lion, between  1980  and  1990.  Most  of  this  growth 
occurred  after  1984.  Despite  higher  expenditures, 
the  number  of  facilities  increased  by  only  42  per- 
cent between  1980  and  1990.  Since  1984,  clinical 
laboratory  services  have  been  paid  according  to  a 
fee  schedule  that  limits  increases  in  per  unit  costs 
for  a  given  procedure.  However,  it  does  not  control 
growth  related  to  heavier  utilization  and  greater 
sophistication  of  services.  These  latter  two  factors, 
along  with  increased  utilization  of  independent  lab- 
oratories rather  than  hospital  outpatient  and  physi- 
cians' offices  laboratories,  contributed  significantly 
to  the  dramatic  rise  in  spending. 


Nonfacility  Providers 

Medicare  payment  for  physician  services  has 
recently  undergone  a  major  change,  moving  to  a  fee 
schedule  using  relative  value  scales.  Throughout 
most  of  the  1980s,  however,  physician  services 
were  paid  using  a  fee-for-service  system  based  on 
reasonable  charges,  with  each  service  billed  sepa- 
rately. Since  the  mid-1980s,  Congress  has  increas- 
ingly put  restrictions  on  increases  in  physician 
payment.  Targeted  particularly  at  doctors  who  did 
not  accept  Medicare  payment  as  payment  in  full, 
these  strategies  were  designed  to  encourage  physi- 
cian participation  in  the  Medicare  program.  They 
were  also  aimed  at  restraining  spending  growth  and 
limiting  beneficiary  liability. 

Between  1980  and  1990,  real  spending  for  physi- 
cian services  rose  by  121  percent  due  to  increased 
utilization  and  intensity,  and  higher  charges. 
Between  1980  and  1989,  the  percentage  of  benefi- 
ciaries receiving  physician  services  paid  for  by 
Medicare  grew  26  percent.  Some  of  this  increase 
may  be  explained  by  the  fact  that  the  Part  B 
deductible  changed  very  little  over  this  period.14 

Growth  in  the  number  and  intensity  of  services 
substantially  contributed  to  the  higher  physician 
spending  over  the  decade.  Between  1980  and  1984, 
increased  volume  and  intensity  contributed  about  7 
percent  annually  to  this  trend.  These  factors  con- 
tributed about  6  percent  annually  to  physician 
expenditures  between  1984  and  1988. 15 

By  contrast,  higher  physician  prices  contributed 
about  9  percent  annually  to  the  growth  in  spending 
between  1980  and  1984,  compared  with  only  about 
3  percent  between  1984  and  1988. 16  The  slower 
growth  in  physician  payment  rates  was  due  to  con- 
trols placed  on  physician  fee  increases  and  lower 
inflation  in  the  latter  part  of  the  decade. 

RELATIONSHIP  OF  UTILIZATION  AND 
SPENDING  TRENDS  TO  PATTERNS 
OF  CARE 

Medicare  spending  continues  to  spiral  at  twice 
the  rate  of  general  inflation,  despite  attempts  to  con- 
strain it  through  changes  in  Medicare  payment  and 
coverage  policies.  There  are  many  complex  and 
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interacting  forces  that  affect  total  spending,  includ- 
ing the  price,  overall  utilization,  and  intensity  of 
services;  an  increase  in  the  number  of  Medicare 
beneficiaries;  inflation;  technological  advances;  and 
practice  pattern  changes.  Modifications  to  Medicare 
payment  and  coverage  policies  also  influence 
spending  in  ways  that  were  not  necessarily  intend- 
ed. The  importance  of  these  factors  differs  substan- 
tially among  the  types  of  facilities  and  the  services 
beneficiaries  receive. 

Expenditures  for  inpatient  acute  care  hospital 
services  continue  to  be  the  largest  component  of 
spending,  but  the  rate  of  growth  has  slowed  partly 
because  of  declining  admissions.  Controls  on  pay- 
ment rate  increases  have  also  played  a  substantial 
role  in  reducing  spending  growth.  Under  PPS,  hos- 
pitals have  an  opportunity  for  financial  benefit  if 
they  control  the  services  provided  throughout  the 
hospital  stay,  including  those  furnished  within  three 
days  of  admission.  Nevertheless,  incentives  remain 
to  maximize  payment  by  unbundling  services  that 
would  have  been  provided  during  the  inpatient  stay. 
Reduced  length  of  stay  and  increased  utilization  of 
post-acute  care  service  are  evidence  of  this  phe- 
nomenon. 

PPS  and  other  factors  that  constrained  inpatient 
hospital  utilization  at  the  same  time  helped  drive  up 
Medicare  spending  for  other  services.  For  example, 
the  rapid  expansion  of  rehabilitation  services  is 
likely  related  to  PPS  incentives  to  shorten  inpatient 
length  of  stay.  The  growth  in  SNF  and  home  health 
agency  use  may  also  partially  be  attributed  to  these 
incentives,  although  changes  in  coverage  rules 
probably  had  a  more  significant  impact. 

In  other  cases,  higher  spending  reflects  the  inter- 
action of  new  technological  capabilities  and 
changes  in  policy.  Ambulatory  surgery  is  illustra- 
tive. In  the  early  1980s,  Medicare  began  to  cover 
and  pay  for  surgery  performed  in  free-standing 
units.  Technological  advances  allowed  procedures 
that  previously  had  been  performed  primarily  in 
inpatient  settings,  such  as  cataract  surgery  and 
arthroscopy,  to  be  performed  on  an  outpatient 
basis.  This  change  in  setting  was  encouraged  by  the 
Medicare  program  because  it  substantially  lowered 
the  cost  of  providing  individual  services.  The 
result,  however,  was  that  more  beneficiaries 
received  services,  thus  boosting  spending  in  outpa- 
tient settings. 


Post-acute  care  increasingly  can  be  delivered  not 
only  in  skilled  nursing  facilities,  but  also  in  rehabil- 
itation hospitals  and  units  and  through  home  health 
care  providers.  Similarly,  certain  surgical  proce- 
dures can  be  provided  in  inpatient  and  outpatient 
hospital  units,  in  free-standing  ambulatory  surgical 
centers,  and  in  physicians'  offices.  The  availability 
of  multiple  facilities  and  sites  of  service  creates 
opportunities  to  meet  the  needs  of  a  diverse  popula- 
tion of  enrollees  in  an  appropriate  fashion.  Howev- 
er, multiple  settings  contribute  to  the  inability  to 
contain  total  health  care  spending  and  to  ensure 
appropriate  patterns  of  care  across  an  entire  epi- 
sode of  illness. 

Changes  in  coverage  and  benefits  also  exert  an 
influence  on  the  growth  in  Medicare  spending. 
This  is  particularly  evident  in  the  case  of  SNF  and 
home  health  agency  services.  Recent  changes 
clarifying  coverage  requirements  for  these  ser- 
vices are  major  contributors  to  higher  utilization 
and  spending. 

Other  considerations  in  the  context  of  cost  con- 
trol are  the  various  payment  methods  employed 
across  facilities  and  sites,  even  for  essentially  simi- 
lar services.  Because  of  this,  cost  control  efforts  are 
fragmented  and  generally  are  directed  only  at  con- 
straining the  unit  price  of  a  service  rather  than  at 
checking  overall  utilization  and  total  expenditures. 
The  Medicare  program  implemented  PPS  to  control 
the  costs  of  services  provided  during  an  inpatient 
hospital  stay,  but  has  not  developed  similar  controls 
for  other  sites  of  care.  This  may  help  explain  the 
faster  growth  in  spending  observed  in  other  parts  of 
the  program.  Multiple  payment  methods  also  con- 
tribute to  the  inability  to  ensure  the  most  appropri- 
ate pattern  of  care  across  settings. 

Many  of  the  payment  strategies  for  controlling 
expenditures  in  other  settings  have  focused  on 
spending  per  unit  of  service.  But  these  approaches 
do  not  constrain  growth  in  intensity  or  volume  of 
services  provided.  Although  Medicare  SNF  pay- 
ment methods  can  be  used  to  control  the  price  per 
SNF  day,  for  instance,  they  do  not  control  the  num- 
ber of  beneficiaries  receiving  care  or  the  number  of 
days  provided.  The  Medicaid  program  and  state 
efforts  to  control  the  number  of  facilities,  as  well  as 
the  limited  nature  of  the  Medicare  SNF  benefit, 
probably  have  much  more  of  an  impact  on  overall 
Medicare  spending  for  these  services.  Other  ser- 
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vices,  such  as  home  health  and  clinical  laborato- 
ries, are  less  subject  to  constraints  on  volume. 

While  maintaining  or  even  improving  the  pack- 
age of  services  furnished  during  an  episode  of 
care.  Medicare's  efforts  to  control  growth  in 
spending  thus  affect  and  are  affected  by  the  diver- 
sity of  practitioners  and  suppliers.  Further,  patterns 
of  care  are  shaped  not  only  by  clinical  decisions 
and  technological  capabilities,  but  also  by  payment 
methods  and  service  availability.  The  Commis- 
sion's goals  in  modifying  payment  methods  con- 
sider how  all  these  factors  affect  the  broader  health 
care  delivery  system. 

Goals  of  Medicare  Payment  Methods 

ProPAC  believes  that  Medicare's  payment  meth- 
ods should  result  in  consistent  financial  incentives 
across  all  treatment  settings.  These  methods  should 
reward  productivity  improvements  and  discourage 
unnecessary  intensity.  To  achieve  this,  system  mod- 
ifications should  account  for  the  different  types  of 
providers  and  facilities  that  may  be  involved  in  the 
services  delivered  during  an  episode  of  care. 

In  addition,  the  payment  systems  should  promote 
appropriate  quality  of  care  throughout  an  episode 
of  illness,  from  ensuring  access  to  necessary  ser- 
vices to  coordinating  the  array  of  services  provid- 
ed. Clearly,  factors  other  than  Medicare's  payment 
methods  have  a  major  impact  on  quality  and 
access.  These  include  licensure  and  certification 
requirements,  health  care  personnel  training,  and 
policies  of  other  payers,  to  name  a  few.  To  the 
extent  that  Medicare  payment  policies  encourage 
coordination  of  services  over  an  episode,  they 
should  promote  these  policy  goals. 

Further,  the  Commission  believes  that  individual 
providers  should  be  adequately  compensated  for 


the  services  they  furnish.  Inadequate  payment 
could  have  serious  implications  for  access  to  and 
quality  of  care.  ProPAC  is  mindful,  however,  of  the 
current  fiscal  environment  and  the  Federal  budget 
deficit:  Rising  health  care  costs  are  a  grave  con- 
cern, and  payment  policy  changes  need  to  address 
this  issue.  Achieving  the  balance  between  appropri- 
ate payment  levels  and  cost  containment  presents  a 
significant  challenge  in  efforts  to  reform  Medi- 
care's payment  methods. 

Commission  Payment  Reform  Activities 

Since  its  inception,  the  Commission  has  been 
involved  in  payment  reform  for  inpatient  hospitals 
and  excluded  facilities.  This  mandate  was  recently 
expanded  to  include  hospital  outpatient  facilities, 
skilled  nursing  facilities,  home  health  agencies,  and 
dialysis  facilities.  ProPAC  will  incorporate  the 
goals  discussed  above  into  its  analyses  and  recom- 
mendations on  payment  reform  for  this  diverse 
group. 

In  its  forthcoming  March  report  on  hospital  out- 
patient payment  policies,  ProPAC  offers  recommen- 
dations on  an  incremental  approach  to  fully 
prospective  payment  methods  for  outpatient  ser- 
vices. The  Commission  believes  that  for  all  outpa- 
tient facilities  and  providers,  prospective  payment  is 
an  appropriate  means  to  achieve  consistent  financial 
incentives  for  productivity  and  the  right  level  of 
intensity  and  cost  containment.  Along  with  policy 
changes,  adequate  quality  assurance  mechanisms 
also  need  to  be  developed.  In  March,  ProPAC  will 
also  issue  a  preliminary  report  on  SNF  payment. 
Although  this  report  will  not  recommend  a  specific 
payment  method,  it  will  provide  information  and  a 
framework  for  achieving  the  same  goals  with  SNF 
payment  reform.  The  Commission's  activities  on 
the  other  facilities  under  its  expanded  mandate  will 
be  directed  toward  these  ends. 
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The  Prospective  Payment  Assessment  Commis- 
sion (ProPAC)  was  created  by  Congress  in  1983. 
Its  primary  responsibility  then  was  to  analyze 
issues  and  make  recommendations  for  updating  and 
improving  the  Medicare  prospective  payment  sys- 
tem (PPS).  Over  time.  Congress  has  expanded 
ProPACs  responsibilities  to  include  analyzing  cur- 
rent payment  policies  for  all  facility  services  fur- 
nished to  Medicare  beneficiaries  and  developing 
policies  for  the  future. 

These  expanded  responsibilities  include  payment 
for  hospital  outpatient  services,  services  furnished 
by  skilled  nursing  facilities  (SNFs)  and  home 
health  agencies,  and  dialysis  services  for  end-stage 
renal  disease  (ESRD)  patients.  The  Congress  has 
also  requested  that  ProPAC  examine  and  report  on 
broader  issues  regarding  the  effectiveness  and  qual- 
ity of  health  care  deliver}7  in  the  United  States.  The 
Commission,  however,  continues  to  devote  a  sub- 
stantial amount  of  effort  to  updating  and  improving 
payment  for  PPS  hospitals  and  excluded  hospitals 
and  distinct-part  units. 

From  1985  through  1990,  ProPACs  recommen- 
dations were  delivered  to  the  Secretary  of  Health 
and  Human  Services  (HHS).  Following  the  enact- 
ment of  the  Omnibus  Budget  Reconciliation  Act 
(OBRA)  of  1990,  the  Commission's  report  and  rec- 
ommendations are  now  made  directly  to  Congress. 
The  Secretary,  however,  is  still  required  to  consider 
ProPACs  recommendations  and  respond  to  them  in 
the  annual  notice  of  PPS  rulemaking  published  in 
the  Federal  Register. 

ProPACs  analyses  and  decisionmaking  are  guid- 
ed by  a  set  of  principles  that  were  initially  based  on 
the  goals  of  PPS,  but  which  also  are  applicable  to 
other  facility  services.  These  principles  provide  the 
foundation  for  the  Commission's  recommenda- 
tions. They  are: 


•  Ensuring  beneficiary  access  to  high-quality 
health  care; 

•  Encouraging  productivity  and  long-term  cost- 
effectiveness; 

•  Facilitating  innovation  and  appropriate 
technological  change: 

•  Promoting  equity  in  the  distribution  of  pay- 
ments: 

•  Maintaining  stability  for  providers,  consumers, 
and  third-party  payers;  and 

•  Making  decisions  based  on  reliable,  timely 
data  and  information. 

Along  with  these  principles,  the  Commission  is 
mindful  of  the  current  fiscal  environment.  Rising 
health  care  costs  and  their  effect  on  the  Medicare 
trust  funds  and  the  Federal  budget  are  concerns 
the  Commission  takes  into  account  with  each  rec- 
ommendation. Moreover,  budgetary  pressures 
intensify  the  need  to  address  distributional  and 
technical  payment  issues  that  may  affect  access 
and  quality  of  care  furnished  to  Medicare  benefi- 
ciaries. 

ProPACs  recommendations  reflect  the  collective 
judgment  of  the  17  Commissioners.  Some  of  the 
subjects  of  these  recommendations  are  repeated 
every  year,  such  as  the  annual  update.  Others  are 
either  modifications  of  previous  recommendations 
or  cover  new  issues.  All  incorporate  recent  research 
findings.  This  year,  in  addition  to  its  specific  rec- 
ommendations, the  Commission  has  highlighted 
several  areas  of  concern.  Work  on  these  and  other 
issues  continues. 
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RECOMMENDATIONS  FOR  FISCAL 
YEAR  1993 

The  Commission's  recommendations  and  con- 
cerns fall  into  six  areas: 

•  Updating  PPS  payments, 

•  Adjusting  the  payment  system. 

•  Updating  and  adjusting  payments  to  PPS- 
excluded  hospitals  and  distinct-part  units, 

•  Updating  payments  to  dialysis  facilities, 

•  Improving  hospital  outpatient  payment  policy, 
and 

•  Improving  skilled  nursing  facility  payment 
policy. 

Updating  PPS  Payments 

The  Commission  is  mandated  by  law  to  recom- 
mend to  the  Congress  each  year  the  appropriate 
update  to  the  inpatient  hospital  payment  rates  under 
PPS.  As  required,  ProPAC  considers  several  factors 
in  developing  its  annual  update  recommendation: 
the  hospital  market  basket  index  (which  reflects  the 
prices  of  resources  used  by  hospitals  in  providing 
inpatient  care),  scientific  and  technological 
advances,  hospital  productivity,  the  quality  of 
health  care,  and  long-term  cost-effectiveness.  The 
Secretary  of  Health  and  Human  Services  is 
required  to  take  the  Commission's  recommendation 
into  consideration  in  developing  his  update  recom- 
mendation. The  actual  update  is  determined  by 
Congress. 

In  OBRA  1990,  the  PPS  update  was  established 
for  each  fiscal  year  through  1995.  For  fiscal  year 
1993,  the  update  is  set  equal  to  the  change  in  the 
hospital  market  basket  index  minus  1 .55  percentage 
points  for  urban  hospitals,  and  the  change  in  the 
index  minus  0.55  percentage  points  for  rural  hospi- 
tals. Even  though  the  fiscal  year  1993  update  has 
been  set  by  law,  ProPAC  has  continued  to  follow  its 
approach  of  examining  the  individual  factors  that 
together  determine  the  appropriate  update  to  the 
PPS  payment  rates.  The  Commission  believes  that 
this  approach  will  result  in  an  update  that  is  suffi- 
cient to  maintain  Medicare  beneficiaries'  access  to 


high-quality  care  while  encouraging  hospital  effi- 
ciency in  providing  such  care. 

In  addition  to  the  update  to  the  PPS  payment 
rates,  the  Commission  in  this  report  recommends 
an  update  for  rates  derived  from  hospital  base- 
year  costs.  These  rates  may  be  used  in  place  of 
the  PPS  rates  for  sole  community  hospitals  and 
small  rural  Medicare-dependent  hospitals. 
ProPAC  also  considers  the  update  for  the  Federal 
payment  rate  under  the  prospective  payment  sys- 
tem for  capital,  which  became  effective  in  fiscal 
year  1992.  The  update  for  facilities  currently 
excluded  from  PPS  is  addressed  in  a  later  section 
of  this  chapter. 

Recommendation  1:  Amount  of  the  Update 
Factor  for  PPS  Hospitals 

For  fiscal  year  1993,  the  PPS  standardized 
payment  amounts  should  be  updated  to 
account  for  the  following  factors: 

•  The  projected  increase  in  the  Health  Care 
Financing  Administration  (HCFA)  PPS 
market  basket  index,  currently  estimated 
at  4.5  percent; 

•  An  upward  adjustment  of  0.2  percentage 
points,  to  reflect  the  difference  between 
the  ProPAC  and  HCFA  market  baskets; 

•  A  correction  for  substantial  error  in  the 
fiscal  year  1991  market  basket  forecast  of 
-0.8  percentage  points; 

•  A  net  discretionary  adjustment  factor  of 
zero;  and 

•  A  net  adjustment  of  -0.7  percentage  points 
for  case-mix  change. 

In  addition,  a  positive  adjustment  of  0.85 
percentage  points  for  hospitals  in  rural 
areas  and  a  negative  adjustment  of  0.15 
percentage  points  for  hospitals  in  large 
urban  and  other  urban  areas  should  be 
made  to  reflect  a  continuation  of  the  phase 
out  of  the  differential  in  the  standardized 
amounts  between  rural  and  other  urban 
hospitals. 
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ProPAC's  recommendation  would  result  in  an 
estimated  average  update  factor  of  3.2  percent  for 
fiscal  year  1993,  with  an  increase  of  3.05  percent 
for  urban  hospitals  and  4.05  percent  for  rural  hospi- 
tals. This  recommendation  reflects  the  Commis- 
sion's judgment  about  the  appropriate  increase  in 
the  level  of  PPS  payment  rates.  Since  it  is  based  on 
current  projections  of  the  fiscal  year  1993  increase 
in  the  market  basket  index,  the  effective  value  of 
ProPAC's  update  factor  recommendation  may  be 
modified  as  more  current  forecasts  become  avail- 
able. The  components  of  ProPAC's  update  factor 
recommendation  are  summarized  in  Table  2-1,  and 
a  discussion  of  each  of  those  components  follows. 

It  should  be  noted  that  the  increase  in  average 
per  case  payments  to  hospitals  in  each  year  is 
greater  than  the  PPS  update.  This  is  because 
increases  in  the  Medicare  case-mix  index  (CMI) 
result  in  proportional  increases  in  hospital  pay- 
ments. Future  changes  in  case  mix  are  difficult  to 


project;  however,  on  the  basis  of  currently  avail- 
able data,  ProPAC  estimates  that  the  CMI  will 
increase  by  2.3  percent  in  fiscal  year  1993.  Based 
on  the  Commission's  recommendation  of  a  3.2  per- 
cent average  update,  the  average  increase  in  per 
case  payments  would  be  about  5.6  percent. 

PPS  Market  Basket  Increase  Forecast  and 
Forecast  Error  Correction-The  forecasted 
increase  in  the  market  basket  index  is  the  expected 
change  in  the  prices  paid  by  hospitals  for  the 
resources  used  during  a  typical  hospital  stay.  This 
forecast  is  the  reference  point  used  in  updating  the 
PPS  payment  rates.  The  current  forecast  is  for  a  4.5 
percent  increase  in  HCFA's  PPS  market  basket 
index  during  fiscal  year  1993. 

In  its  March  1990  Report  and  Recommendations 
to  the  Secretary,  U.S.  Department  of  Health  and 
Human  Services,  ProPAC  proposed  modifications 
to  the  market  basket  used  by  HCFA.  Although 


Table  2-1.  Recommended  PPS  Update  Factor  for  Fiscal  Year  1993 


Components  of  the  Update 

Components  applied  to  all  hospitals: 

Fiscal  year  1993  HCFA  PPS  market  basket  forecast*   4.5% 

Adjustment  for  difference  between  HCFA  and  ProPAC  market  baskets*    0.2 

Correction  for  fiscal  year  1991  forecast  error   -  0.8 


Components  of  discretionary  adjustment  factor 

Scientific  and  technological  advancement  allowance   1.0 

Productivity  adjustment   -1.0 

Net  discretionary  adjustment  factor   0.0 

Adjustments  for  case-mix  change  (fiscal  year  1992) 

Total  DRG  case-mix  index  change    -  2.5 

Real  across-DRG  case-mix  change   1.5 

Within-DRG  case-complexity  change   0.3 

Net  adjustment  for  case-mix  change   -0.7 


Additional  adjustments  to  the  standardized  amounts: 

Adjustment  for  large  urban  areas    -0.15 

Adjustment  for  other  urban  areas    -0.15 

Adjustment  for  rural  areas    0.85 


Total  Update  Factor 

Overall  average   3.2 

Large  urban   3.05 

Other  urban   3.05 

Rural   4.05 


Market  basket  forecast  provided  by  the  Health  Care  Financing  Administration,  Office  of  the  Actuary,  December  1991 .  The  market 
basket  forecast  is  subject  to  change  as  more  current  forecasts  become  available. 
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HCFA  adopted  most  of  these  modifications,  it  did 
not  incorporate  the  key  provision  that  increased  the 
weight  of  internal  hospital  wages  in  the  computa- 
tion of  the  market  basket  index.  The  Commission 
believes  that  the  market  basket  as  currently  con- 
structed does  not  adequately  recognize  the  unique 
characteristics  of  the  hospital  labor  market. 

Since  the  PPS  update  for  fiscal  year  1993  is  legis- 
lated relative  to  a  market  basket  that  HCFA  would 
implement,  HCFA's  market  basket  is  used  as  the 
basis  for  the  update.  ProPAC s  update  recommenda- 
tion takes  this  into  account  by  making  an  adjustment 
of  0.2  percentage  points  to  account  for  the  estimated 
effect  of  the  modifications  it  believes  are  justified. 

A  forecasted  market  basket  increase  of  5.2  percent 
was  used  to  set  payments  in  fiscal  year  1991.  The 
actual  market  basket  increase,  however,  was  4.4  per- 
cent. The  update  for  fiscal  year  1991  was  thus  set 
0.8  percentage  points  higher  than  if  the  actual  mar- 
ket basket  increase  had  been  known  at  the  time. 

The  Commission  believes  that  a  correction  for 
substantial  error  in  market  basket  forecasts  is  an 
important  part  of  its  update  framework.  This  cor- 
rection protects  both  hospitals  and  the  Federal  gov- 
ernment by  adjusting  the  base  payment  rates  so  that 
the  effects  of  past  forecast  errors  (both  positive  and 
negative)  are  removed.  Therefore,  ProPAC's  update 
recommendation  also  includes  a  -0.8  percentage 
point  adjustment  for  fiscal  year  1991  market  basket 
forecast  error. 

Discretionary  Adjustment  Factor-The  discre- 
tionary adjustment  factor  (DAF)  incorporates  con- 
siderations related  to  scientific  and  technological 
advancement  and  hospital  productivity  improve- 
ment, as  provided  in  the  statute  establishing  PPS. 
While  the  market  basket  index  measures  the  cost  of 
the  resources  used  during  a  typical  hospital  stay, 
the  components  of  the  DAF  reflect  changes  in  the 
mix  of  those  resources  over  time.  In  general,  scien- 
tific and  technological  advancement  accounts  for 
the  use  of  new  resources  that  may  increase  costs; 
productivity  accounts  for  changes  in  resource  use 
that  may  decrease  costs. 

The  scientific  and  technological  advancement 
allowance  is  a  future-oriented  policy  target.  It  pro- 
vides additional  funds  for  hospitals  to  adopt  quality- 
enhancing  health  care  advances,  even  when  they 


increase  costs.  To  develop  an  informed  judgment  as 
to  the  appropriate  level  of  this  allowance,  ProPAC 
each  year  sponsors  a  study  that  examines  a  set  of 
the  most  important  new  cost-increasing  technolo- 
gies and  scientific  developments.  For  fiscal  year 
1993,  these  technologies  are  expected  to  increase 
Medicare  operating  costs  by  0.9  percent.  However, 
the  cost-increasing  effects  of  "small-ticket"  tech- 
nologies and  changes  in  practice  patterns  are  not 
included  in  this  estimate.  Given  these  considera- 
tions, the  Commission  believes  that  1.0  percent  is 
an  appropriate  level  for  the  scientific  and  techno- 
logical advancement  allowance. 

The  productivity  adjustment  is  also  a  future- 
oriented  target.  The  Commission  believes  it  is  rea- 
sonable to  expect  hospitals  to  achieve  productivity 
improvements  during  fiscal  year  1993  comparable 
to  those  achieved  in  other  sectors  of  the  economy. 
The  recommended  adjustment  of  -1.0  percent  is 
based  on  ProPAC's  determination  that  hospital  pro- 
ductivity should  increase  by  2.0  percent,  and  that 
the  savings  from  such  improvement  should  be 
shared  equally  by  hospitals  and  the  Medicare  pro- 
gram. 

The  Commission  therefore  concludes  that  the 
positive  scientific  and  technological  advancement 
allowance  and  the  negative  productivity  improve- 
ment adjustment  should  offset  each  other.  ProPAC 
believes  that  it  is  appropriate  for  the  costs  of  scien- 
tific and  technological  advancement  to  be  financed 
by  expected  productivity  gains,  to  provide  an 
incentive  for  hospitals  to  strive  for  productivity 
improvement  as  they  adopt  new  technologies.  (See 
Appendix  A  for  more  information  on  the  DAF.) 

Adjustments  for  Case-Mix  Change-For  fiscal 
year  1993,  the  PPS  update  should  be  reduced  by 
0.7  percentage  points  to  account  for  the  net  effect 
of  case-mix  change  during  fiscal  year  1992.  This 
adjustment  reflects: 

•  A  2.5  percentage  point  reduction  for  the  esti- 
mated change  in  the  CMI; 

•  A  positive  allowance  of  1.5  percentage  points 
for  real  case-mix  change  across  diagnosis- 
related  groups  (DRGs);  and 

•  A  positive  allowance  of  0.3  percentage  points 
for  within-DRG  case-complexity  change. 


Adjusting  for  these  factors  allows  payments  to 
increase  due  to  real  changes  in  the  resources 
required  to  treat  an  average  Medicare  patient.  At 
the  same  time,  it  removes  the  effect  of  changes  in 
medical  record  documentation  and  coding  practices 
that  are  unrelated  to  patient  resource  requirements 
(also  referred  to  as  upcoding). 

The  annual  rate  of  increase  in  the  CMI  has  gen- 
erally declined  over  time.  This  pattern  reflects  a 
dramatic  change  in  the  distribution  of  patients 
across  DRGs  (due  both  to  treatment  patterns  and  to 
upcoding)  when  PPS  was  implemented,  followed 
by  a  gradual  settling  toward  a  new  equilibrium. 
This  trend,  however,  has  been  interrupted  when 
revisions  to  the  payment  system  created  new 
opportunities  for  upcoding — particularly  in  fiscal 
year  1988,  when  the  criteria  for  assigning  patients 
to  DRGs  were  changed. 

Each  year,  ProPAC  estimates  the  increase  in  the 
CMI  for  the  previous  year,  based  on  available  data 
on  the  trend  in  prior  years  and  expectations  about 
the  effects  of  any  DRG  changes  that  may  have  been 
implemented.  ProPAC's  estimate  for  fiscal  year 
1991  indicates  that  changes  in  the  DRG  assignment 
rules  led  to  another  acceleration  in  the  CMI. 
ProPAC's  estimate  of  the  increase  in  the  CMI  for 
fiscal  year  1991  is  2.7  percent.  In  fiscal  year  1992, 
DRG  changes  and  increases  in  the  numbers  of 
fields  for  entering  diagnosis  and  procedure  codes 
on  the  Medicare  bill  may  provide  additional  oppor- 
tunities for  upcoding.  Nonetheless,  the  Commis- 
i  sion  expects  that  the  increase  in  the  CMI  will  be 
2.5  percent  in  fiscal  year  1992,  lower  than  in  the 
previous  year. 

Real  CMI  change  is  that  portion  related  to  actual 
increases  in  patient  resource  requirements  across 
DRGs.  ProPAC's  estimate  of  real  CMI  change 
takes  into  account  previous  studies  that  apportioned 
increases  in  the  CMI  into  real  and  upcoding  com- 
ponents. These  studies  indicate  that  real  CMI 
change  in  past  years  has  been  in  the  range  of  1.5 
percent  to  1.6  percent.  In  the  Commission's  judg- 
ment, 1.5  percentage  points  of  the  2.5  percent 
increase  in  the  CMI  for  fiscal  year  1992  will  be 
related  to  real  changes  in  patient  resource  require- 
ments. 

ProPAC's  estimate  of  within-DRG  case- 
complexity  change  takes  into  account  information 
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from  a  series  of  studies,  in  which  a  more  detailed 
patient  grouping  mechanism  is  applied  to  Medicare 
data  for  discharges  within  each  DRG.  As  with  the 
CMI,  the  rate  of  increase  in  case  complexity  tends 
to  decline  over  time.  The  most  recent  estimates  are 
that  case  complexity  rose  by  0.6  percent  in  fiscal 
year  1989  and  by  0.5  percent  in  fiscal  year  1990. 
On  the  basis  of  this  trend,  ProPAC  estimates  that 
case-complexity  change  in  fiscal  year  1992  will  be 
0.3  percent. 

During  the  first  eight  years  of  PPS,  CMI  change 
generated  payment  increases  that  were  almost 
equal  to  those  resulting  from  the  annual  updates 
and  all  other  payment  policies  combined.  Given  the 
magnitude  of  this  factor  and  its  failure  to  diminish 
as  much  as  expected,  it  remains  an  important  topic 
on  the  Commission's  analytic  agenda. 

Differential  Adjustments  to  the  Standardized 
Amounts-ProPAC  supports  the  provisions  in 
OBRA  1990  that  eliminate  the  difference  between 
the  standardized  payment  amounts  for  hospitals  in 
rural  areas  and  for  those  in  other  urban  areas 
(metropolitan  areas  with  fewer  than  one  million 
people).  This  is  to  be  accomplished  by  fiscal  year 
1995  by  providing  higher  updates  to  rural  hospitals. 
Consistent  with  current  law,  the  Commission  is  rec- 
ommending that  the  PPS  update  for  rural  hospitals 
be  1  percentage  point  higher  than  that  for  urban 
hospitals.  The  overall  average  update  of  3.2  percent 
based  on  ProPAC's  PPS  update  framework  would 
be  maintained  by  increasing  the  rural  update  by 
0.85  percentage  points,  and  decreasing  the  large 
urban  and  other  urban  hospital  updates  by  0.15  per- 
centage points. 

Since  the  beginning  of  PPS,  Medicare  payments 
have  been  higher  relative  to  costs  for  urban  hospi- 
tals than  for  rural  hospitals.  This  is  primarily  the 
result  of  two  factors.  Urban  hospitals  have  benefit- 
ed more  from  the  PPS  payment  adjustments — par- 
ticularly the  effects  of  CMI  change  and  the  indirect 
medical  education  (IME)  and  disproportionate 
share  (DSH)  adjustments.  In  addition,  rural  hospi- 
tals have  had  large  declines  in  inpatient  volume, 
raising  fixed  costs  per  case. 

However,  as  indicated  in  ProPAC's  October 
1991  report  to  Congress,  Rural  Hospitals  Under 
Medicare's  Prospective  Payment  System,  several 
recent  policy  changes  have  improved  the  relative 
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performance  of  rural  hospitals  under  PPS.  This 
trend  promises  to  continue.  The  Commission  will 
monitor  and  analyze  the  further  effects  of  these 
policies  as  additional  data  become  available. 

Recommendation  2:  Amount  of  the  Update 
Factor  for  Hospitals  Paid  on  the  Basis  of 
Hospital-Specific  Rates 

The  Commission  believes  that  payments 
based  on  hospital-specific  base-year  costs 
for  sole  community  hospitals  and  for  small 
rural  Medicare-dependent  hospitals  should 
be  updated  by  the  same  factor  that  applies 
to  the  PPS  rate  for  rural  hospitals. 

This  recommendation  would  result  in  an  update 
to  the  hospital-specific  rates  of  4.05  percent  for  fis- 
cal year  1993,  consistent  with  the  Commission's 
recommendation  on  the  PPS  update.  Since  the 
update  is  based  on  current  projections  of  the  fiscal 
year  1993  increase  in  the  market  basket  index,  its 
effective  value  may  be  modified  as  more  current 
forecasts  become  available. 

OBRA  1989  provides  that  certain  hospitals  be 
paid  on  the  basis  of  the  PPS  rate,  their  own  1982 
base-year  costs  updated  to  the  current  year,  or  their 
updated  1987  base-year  costs,  whichever  would 
yield  the  largest  payment.  Two  groups  of  hospitals 
qualify  for  this  special  treatment:  sole  community 
hospitals,  which  meet  certain  criteria  based  on  dis- 
tance from  other  hospitals  or  market  share;  and 
small  rural  Medicare-dependent  hospitals,  which 
are  rural  hospitals  with  fewer  than  50  beds  and  at 
least  a  60  percent  Medicare  share  of  total  dis- 
charges or  inpatient  days.  The  provision  for  small 
rural  Medicare-dependent  hospitals  applies  only  to 
cost  reporting  periods  ending  on  or  before  March 
31,  1993. 

Current  law  requires  that  the  hospital-specific 
rates  for  these  hospitals  be  updated  at  a  rate  equal 
to  the  increase  in  the  PPS  hospital  market  basket 
index.  PPS  rates,  however,  are  to  be  updated  by 
less  than  this  amount  in  fiscal  year  1993.  This  dis- 
crepancy means  that  hospitals  with  relatively  high 
base-year  costs  (above  the  PPS  rate)  would  receive 
a  larger  update  than  those  with  relatively  low  base- 
year  costs.  High-cost  hospitals  would  therefore  be 
twice  advantaged.  They  would  receive  both  their 


higher  base-year  cost  rate  and  a  higher  update  to 
those  rates  compared  with  lower-cost  hospitals. 

The  update  applied  to  the  hospital-specific  rates 
for  sole  community  hospitals  and  small  rural  Medi- 
care-dependent hospitals  should  be  equal  to  that 
applied  to  the  PPS  rates  under  which  the  same  hos- 
pitals would  be  paid.  This  option  provides  relief  for 
hospitals  with  high  base-year  costs  due  to  their  spe- 
cial circumstances  by  raising  their  payment  base. 
However,  once  the  payment  base  is  raised,  it  sub- 
jects them  to  the  same  payment  constraints  deemed 
appropriate  for  all  other  comparable  PPS  hospitals. 

Recommendation  3:  Updating  Capital  Payment 
Rates 

The  Commission  recommends  that  a  single 
update  factor  be  developed  for  adjusting 
PPS  operating  and  capital  payment  rates. 
The  update  framework  should  be  consistent 
with  that  currently  used  by  ProPAC  to 
develop  the  PPS  operating  rate  update  rec- 
ommendation, and  should  be  put  into  use 
for  fiscal  year  1994. 

Medicare's  capital  payment  method  was  changed 
from  a  cost  basis  to  a  prospective  per  case  payment 
beginning  in  fiscal  year  1992.  The  new  capital  pay- 
ment method  will  be  phased  in  over  a  10-year  tran- 
sition period.  During  the  transition,  an  increasing 
portion  of  capital  payments  will  be  based  on  the 
national  average  payment  rate. 

The  Secretary  plans  to  update  the  base  capital 
payment  rate  for  fiscal  year  1993  using  the  average 
per  case  increase  in  Medicare  inpatient  hospital 
capital  costs  in  fiscal  years  1989  and  1990,  adjust- 
ed for  case-mix  change.  The  fiscal  year  1994  and 
1995  capital  updates  are  to  be  based  on  a  similar 
methodology.  Starting  in  fiscal  year  1996,  the  Sec- 
retary will  determine  the  capital  update  factor  using 
a  framework  similar  to  that  used  for  updating  PPS 
operating  payment  rates.  Because  the  statute 
requires  that  Medicare  capital  payments  be  budget 
neutral  with  respect  to  90  percent  of  costs  through 
fiscal  year  1995,  the  proposed  updates  will  affect 
the  base  payment  rate,  but  not  total  capital  pay- 
ments. Beginning  in  fiscal  year  1996,  however,  the 
resulting  base  payment  rate  will  determine  the  cap- 
ital payments  each  hospital  receives. 
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The  Commission  believes  that  ultimately  there 
should  be  one  payment  for  hospital  inpatient  oper- 
ating and  capital  expenses.  ProPAC  understands 
that  it  is  not  possible  to  combine  operating  and 
capital  payments  until  the  transition  to  fully 
prospective  capital  payment  is  complete.  Despite 
the  separate  payment  rates,  hospitals  do  not  distin- 
guish between  their  operating  and  capital  pay- 
ments. Operating  payments  may  be  used  to  defray 
capital  shortfalls  and  vice  versa.  Thus,  hospitals 
should  face  the  same  financial  incentives  for  oper- 
ating and  capital  decisions.  Therefore,  the  Secre- 
tary should  move  to  a  single  update  approach  for 
inpatient  operating  and  capital  payment  rates  as 
soon  as  possible. 

The  Commission  believes  that  a  formula-based 
update,  consistent  with  that  applied  to  the  PPS 
update,  should  be  used  before  fiscal  year  1996.  In 
ProPAC's  view,  the  use  of  past  cost  increases  to  set 
future  payment  rates  is  inappropriate.  This  would 
incorporate  past  cost  increases  that  may  reflect 
inefficient  capital  spending  behavior  into  the  fiscal 
year  1996  base.  Capital  payments  should  be  set  at  a 
level  that  reflects  efficient  capital  spending  per 
case.  This  would  be  accomplished  by  incorporating 
the  update  for  capital  payment  rates  into  the  current 
PPS  update  framework. 

ProPAC  therefore  recommends  the  development 
and  use  of  an  update  framework  that  combines  cap- 
ital and  operating  payments  for  fiscal  year  1994. 
Like  the  operating  update  currently  used  by 
ProPAC,  the  new  combined  update  framework 
should  incorporate  a  market  basket  to  measure 
changes  in  prices,  as  well  as  adjustments  for  scien- 
tific and  technological  advances,  productivity,  and 
case-mix  change.  This  would  ensure  that  updates  to 
both  operating  and  capital  base  payment  rates 
reflect  increases  in  the  cost  of  the  goods  and  ser- 
vices that  hospitals  require  to  produce  inpatient 
hospital  care  efficiently. 

Adjusting  the  Payment  System 

The  PPS  payment  system  adjusts  hospital  pay- 
ments in  several  ways  to  account  for  factors  such 
as  the  level  of  teaching  activity,  wage  rates,  and 
case  complexity,  which  may  legitimately  affect 
hospital  costs.  These  adjustments  are  important  for 
providing  a  fair  level  of  payment  to  hospitals 
depending  on  the  circumstances  they  face. 


As  part  of  its  mandate,  the  Commission  exam- 
ines the  distribution  of  PPS  payments  across  hospi- 
tals and  makes  recommendations  concerning  the 
various  adjustments  to  the  payment  system. 
ProPAC  considers  adjustments  that  are  made  both 
at  a  hospital  level  and  at  a  case  level.  In  this  year's 
report,  the  Commission  makes  recommendations 
concerning  the  indirect  medical  education  and  dis- 
proportionate share  adjustments,  improvements  in 
the  definition  of  labor  markets,  transfer  payment 
policy,  hemophilia  clotting  factor,  epilepsy  centers, 
and  the  program  establishing  essential  access  com- 
munity hospitals  (EACHs)  and  rural  primary  care 
hospitals  (RPCHs).  In  addition,  the  Commission 
makes  statements  concerning  DRG  refinement,  and 
Peer  Review  Organizations  (PROs)  and  the  quality 
of  care. 

Recommendation  4:  Level  of  Indirect  Medical 
Education  and  Disproportionate  Share 
Adjustments  to  PPS  Operating  Payments 

The  Commission  recommends  that  the  indi- 
rect medical  education  adjustment  to  PPS 
operating  payments  be  reduced  from  its 
current  level  of  7.7  percent  to  7.0  percent 
for  fiscal  year  1993.  This  reduction  should 
be  implemented  in  a  budget  neutral  fash- 
ion, with  the  anticipated  decrease  in  indi- 
rect medical  education  payments  returned 
to  teaching  hospitals  that  are  designated  as 
disproportionate  share  providers  through  a 
corresponding  increase  in  their  dispropor- 
tionate share  adjustment  percentages. 

The  IME  adjustment  is  intended  to  recognize  the 
higher  costs  teaching  hospitals  incur  in  treating 
Medicare  patients.  These  costs  have  been  attributed 
to  caring  for  patients  with  more  severe  or  complex 
illnesses,  providing  a  broader  scope  of  more 
intense  sendees,  and  using  a  costlier  mix  of  staff. 

ProPAC  annually  estimates  the  relationship 
between  teaching  intensity  and  adjusted  Medicare 
operating  costs  per  discharge.  The  adjustments  con- 
trol for  differences  in  costs  that  are  accounted  for  by 
other  PPS  payment  factors,  such  as  geographic  dif- 
ferences in  the  PPS  base  payment  amounts,  the 
local  area  wage  index,  the  hospital's  Medicare  case- 
mix  index,  and  outlier  payments  for  extremely  long 
or  costly  cases.  The  most  recent  analysis  was  based 
on  cost  data  from  the  sixth  year  of  PPS  and  pay- 
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ment  rules  for  fiscal  year  1992.  The  results  indicate 
that,  on  average,  a  10  percent  difference  in  teaching 
intensity  is  associated  with  a  5.7  percent  difference 
in  Medicare  operating  costs  per  discharge. 

The  Commission  recognizes  that,  since  PPS 
began,  the  Medicare  program  has  more  than  ade- 
quately compensated  teaching  hospitals  for  the 
costs  of  treating  Medicare  patients.  The  current  7.7 
percent  IME  operating  payment  adjustment  is  sub- 
stantially higher  than  the  empirical  estimate  of  5.7 
percent  indicated  by  the  most  recent  analysis. 
Moreover.  PPS  operating  margins  consistently  have 
been  higher  for  teaching  hospitals  than  for  non- 
teaching  hospitals.  PPS  margins  have  been  espe- 
cially high  for  major  teaching  hospitals  (that  is, 
those  with  the  highest  levels  of  teaching  intensity). 

However,  the  overall  financial  performance  of 
major  teaching  hospitals  has  been  poor  relative  to 
other  hospitals.  Major  teaching  hospitals  have  had 
lower  total  margins  than  other  hospital  groups.  The 
Commission  is  concerned  that  the  continued  opera- 
tion of  these  hospitals  and  the  fulfillment  of  their 
unique  role  in  the  provision  of  health  care  might  be 
impaired  by  a  substantial  immediate  reduction  of 
Federal  support. 

ProPAC  believes  that  the  Medicare  program's 
responsibility  to  its  enrollees  is  broader  than  mere- 
ly paying  for  Medicare  operating  costs.  This 
responsibility  includes  the  maintenance  of  access  to 
high-quality  health  care,  which  might  be  affected 
adversely  if  the  poor  financial  condition  of  major 
teaching  hospitals  were  to  worsen.  A  sharp  reduc- 
tion of  the  IME  adjustment  might  have  that  unde- 
sirable effect. 

Given  these  considerations,  the  Commission 
believes  that  a  gradual  reduction  of  the  IME  adjust- 
ment is  a  prudent  course  of  action.  ProPAC  would 
reduce  the  adjustment  by  approximately  one-third 
of  the  difference  between  the  current  level  and  the 
Commission's  estimate  of  5.7  percent  each  year  for 
three  years.  Based  on  the  current  estimate  of  the 
relationship  between  teaching  intensity  and  Medi- 
care operating  costs,  the  IME  adjustment  would  be 
reduced  to  6.3  percent  in  fiscal  year  1994  and  to 
5.7  percent  in  fiscal  year  1995.  This  approach 
recognizes  as  an  ultimate  objective  the  use  of  the 
IME  adjustment  to  compensate  appropriately  for 
differences  in  Medicare  costs  that  are  attributable 


to  differences  in  teaching  intensity.  ProPAC  will 
continue  to  examine  the  financial  status  of  teaching 
hospitals  to  avoid  any  deleterious  effects  on  access 
to  high-quality  care  for  Medicare  enrollees. 

The  DSH  adjustment  is  designed  to  ensure  that 
Medicare  beneficiaries  have  access  to  high-quality 
health  care  at  hospitals  that  treat  a  large  share  of 
low-income  patients.  Both  access  to  care  and  the 
quality  of  the  care  provided  by  these  hospitals 
might  be  affected  adversely  if  their  generally  poor 
financial  condition  were  to  worsen.  The  Commis- 
sion believes  that  the  Federal  government  and  the 
Medicare  program  have  a  broad  responsibility  to 
avoid  that  situation. 

In  recent  analyses,  ProPAC  has  compared  sever- 
al methods  of  measuring  the  burden  of  uncompen- 
sated care  and  distributing  disproportionate  share 
payments.  These  analyses  indicate  that,  except  for 
hospitals  with  the  highest  uncompensated  care 
loads,  the  current  DSH  adjustment  mechanism  dis- 
tributes payments  reasonably  proportional  to  the 
amount  of  uncompensated  care  provided.  However, 
the  hospitals  that  provide  the  largest  share  of 
uncompensated  care  receive  a  low  share  of  DSH 
payments  relative  to  that  burden. 

ProPAC's  analyses  indicate  that  DSH  hospitals 
with  teaching  programs  tend  to  have  much  lower 
total  margins  than  other  hospital  groups  (see  Table 
2-2).  The  Commission  is  concerned  that  the  unique 
role  of  these  hospitals  in  the  provision  of  high-qual- 
ity health  care  to  low-income  patients,  including 
low-income  Medicare  patients,  might  be  adversely 
affected  if  their  financial  condition  were  to  worsen. 

ProPAC  analyzed  the  effects  of  several  alterna- 
tives for  distributing  the  savings  that  would  result 
from  a  reduction  of  the  IME  adjustment.  Redis- 
tributing these  savings  through  an  increase  in  the 
DSH  adjustment  for  hospitals  with  teaching  pro- 
grams would  greatly  reduce  the  disparity  in  total 
margins  across  hospital  groups.  The  Commission 
therefore  recommends  that  the  IME  adjustment  be 
exactly  offset  by  corresponding  increases  in  DSH 
payments  for  teaching  hospitals  designated  as  dis- 
proportionate share  providers. 

As  noted  earlier,  changes  in  the  IME  and  DSH 
adjustments  should  be  considered  in  the  context  of 
their  interactions  with  other  components  of  the 
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Table  2-2.  Simulated  Aggregate  Total  Margins,  in  the  Sixth  Year  of  PPS,  Using  Fiscal  Year  1992 
Payment  Rules  with  Alternative  Adjustments  (In  Percent) 


Payment  Adjustment  Category 

Adjustment  Alternative  IME  Only  DSH  Only  I  ME  and  DSH  Neither 


Fiscal  year  1992  payment  rules,  including  a  7.7 

percent  indirect  medical  education  adjustment  4.2%  4.0%  2.8%  4.5% 

Fiscal  year  1992  payment  rules,  with  a  5.7  percent 
indirect  medical  education  adjustment  and  savings 
redistributed  to: 


Disproportionate  share  teaching  hospitals  3.7  4.0  3.2  4.5 

All  disproportionate  share  hospitals  3.7  4.7  2.9  4.5 

All  hospitals  4.0  4.3  2.5  4.7 

Fiscal  year  1992  payment  rules,  with  5.7  percent 
indirect  medical  education  adjustment  and  no 

redistribution  of  savings  3.7  4.0  2.2  4.5 
SOURCE:  ProPAC  analysis  of  Medicare  Cost  Reports  and  MedPAR  file  data  from  the  Health  Care  Financing  Administration. 


payment  system  and  their  effects  on  PPS  payments, 
as  well  as  hospitals'  overall  financial  status.  The 
impact  on  the  quality  of  care  and  access  to  that  care 
should  also  be  considered.  In  general,  any  change 
in  Medicare  payment  policy  must  be  evaluated  in 
terms  of  its  effect  on  the  health  care  system  as  a 
whole. 

In  the  coming  year,  ProPAC  will  continue  to 
examine  the  level  and  structure  of  the  IME  and 
DSH  adjustments,  as  well  as  other  factors  that 
affect  hospitals'  payments,  costs,  and  financial  con- 
dition. The  distribution  of  PPS  and  total  margins 
and  the  other  effects  of  potential  changes  in  the 
IME  and  DSH  adjustments  will  also  be  studied. 
ProPAC's  most  recent  analysis  is  described  in  a 
technical  report.  Indirect  Medical  Education  and 
Disproportionate  Share  Hospital  Payment  Adjust- 
ments (March  1992). 

Recommendation  5:  Consistency  of  Indirect 
Medical  Education  and  Disproportionate  Share 
Adjustments  to  PPS  Capital  and  Operating 
Payments 

The  Commission  recommends  that  the 
same  level  of  indirect  medical  education 
and  disproportionate  share  payment 
adjustments  be  applied  to  both  operating 
payments  and  the  prospective  component  of 
capital  payments,  beginning  in  fiscal  year 


1994.  Further,  ProPAC  believes  that  the 
methods  of  determining  these  adjustments 
to  PPS  operating  payments  should  also  be 
applied  to  capital  payments.  Therefore: 

•  The  measure  of  teaching  intensity  used 
for  the  indirect  medical  education  adjust- 
ments should  be  defined  in  terms  of  the 
ratio  of  residents  per  bed,  and 

•  The  criteria  for  designation  as  a  dispro- 
portionate share  provider  should  be 
based  on  urban  or  rural  location  and 
number  of  beds. 

These  changes  would  better  reflect  the  poli- 
cy objectives  of  the  Congress  in  defining 
and  setting  the  levels  of  the  payment 
adjustments.  They  would  also  be  consistent 
with  the  principle  of  incorporating  capital 
into  the  PPS  rate. 

Through  fiscal  year  1991,  PPS  operating  pay- 
ments were  determined  prospectively,  while  capital 
costs  were  paid  on  a  pass-through  basis.  Therefore, 
the  IME  and  DSH  adjustments  were  applied  only  to 
PPS  operating  payments.  In  fiscal  year  1992,  capi- 
tal payments  began  a  10-year  transition  to  a  fully 
prospective  payment  system.  The  prospective  com- 
ponent of  PPS  capital  payments  also  includes 
adjustments  for  teaching  and  disproportionate  share 
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hospitals.  However,  both  the  definitions  and  the 
levels  of  these  adjustments  differ  from  the  IME  and 
DSH  adjustments  to  operating  payments. 

A  single  IME  adjustment  applied  to  both 
operating  and  capital  payments  requires  a  consis- 
tent definition  of  teaching  intensity.  The  measure  of 
teaching  intensity  used  for  the  IME  adjustment  for 
operating  payments  is  based  on  the  number  of  resi- 
dents per  available  bed.  By  contrast,  the  number  of 
residents  per  patient  is  used  to  define  teaching 
intensity  for  capital  payments. 

The  two  measures  of  teaching  intensity  are  simi- 
lar for  hospitals  with  high  occupancy  rates,  but  the 
per  patient  measure  is  much  higher  for  hospitals 
with  low  occupancy  rates.  Therefore,  basing  the 
IME  adjustment  on  the  per  patient  measure  would 
tend  to  reward  low  occupancy  teaching  hospitals  at 
the  expense  of  high  occupancy  teaching  hospitals. 
The  Commission  believes  this  result  is  inconsistent 
with  the  PPS  objective  of  encouraging  the  efficient 
provision  of  health  care  services. 

Furthermore,  ProPAC's  analyses  indicate  that 
use  of  the  per  patient  measure  would  substantially 
reduce  payments  to  high  occupancy  major  teaching 
hospitals  in  urban  areas,  which  have  a  large  share 
of  low-income  patients  and  low  total  margins.  By 
contrast,  the  per  patient  measure  would  substantial- 
ly increase  payments  to  low  occupancy  (often  sub- 
urban) hospitals,  with  smaller  teaching  programs,  a 
smaller  share  of  low-income  patients,  and  higher 
total  margins.  Because  the  per  patient  measure 
would  both  produce  inappropriate  incentives  and 
reduce  IME  payments  to  the  teaching  hospitals 
with  the  greatest  need  for  Federal  support,  the 
Commission  believes  that  the  measure  of  teaching 
intensity  for  IME  adjustments  to  both  operating 
and  capital  payments  should  be  based  on  the  ratio 
of  residents  to  available  beds. 

The  IME  adjustment  applied  to  operating  pay- 
ments is  based  on  an  analysis  of  the  relationship 
between  teaching  intensity  and  operating  costs  per 
Medicare  case.  The  IME  adjustment  applied  to  cap- 
ital payments  is  based  on  the  relationship  between 
teaching  intensity  and  combined  operating  and  cap- 
ital costs  per  Medicare  case.  In  the  longer  term,  the 
Commission  believes  that  a  single  IME  adjustment 
applied  to  both  operating  and  capital  payments 
should  be  based  on  the  combined  measure.  As  with 


the  current  operating  adjustment,  the  level  should 
be  set  to  reflect  not  only  the  empirical  relationship, 
but  also  the  broader  policy  objectives  that  have 
been  incorporated  by  the  Congress. 

The  eligibility  criteria  for  the  DSH  adjustments 
to  operating  and  capital  payments  also  differ.  The 
operating  adjustment  is  based  on  urban  or  rural 
location  and  the  number  of  beds,  as  well  as  the  hos- 
pital's  low-income  share.  However,  only  urban 
hospitals  with  at  least  100  beds  are  eligible  for  the 
DSH  capital  payment  adjustment.  Thus,  many  hos- 
pitals that  receive  the  DSH  operating  payment 
adjustment  are  not  eligible  for  the  capital  payment 
adjustment. 

In  addition,  the  two  DSH  adjustments  use  differ- 
ent distribution  formulas:  The  DSH  operating  pay- 
ment adjustment  is  graduated,  and  directs  more 
payments  to  hospitals  with  the  highest  shares  of 
low-income  patients  than  the  DSH  capital  payment 
adjustment.  ProPAC  compared  several  alternative 
methods  for  distributing  DSH  payments  and  found 
that,  of  the  alternatives  considered,  the  graduated 
DSH  operating  payment  formula  distributes  pay- 
ments that  most  closely  correspond  to  the  broader 
objectives  of  the  policy. 

The  Commission  therefore  recommends  that  the 
eligibility  criteria  and  adjustment  formulas  devel- 
oped for  DSH  operating  payment  adjustments  be 
applied  to  capital  payments.  In  anticipation  of  a 
fully  prospective  system  for  both  operating  and 
capital  payments,  ProPAC  has  recommended  that 
consistent  update  factors  be  implemented  in  fiscal 
year  1994.  The  Commission  also  recommends  that 
the  IME  and  DSH  adjustments  applied  to  the 
prospective  component  of  capital  payments  should 
be  the  same  as  the  adjustments  applied  to  operating 
payments,  effective  in  fiscal  year  1994. 

Recommendation  6:  Improvements  in  Labor 
Market  Definitions 

The  Commission  believes  that  the  current 
PPS  labor  market  definitions  need  to  be 
improved  or  replaced  as  soon  as  possible. 
Suitable  alternative  definitions,  however, 
are  not  immediately  available.  In  coopera- 
tion with  the  American  Hospital  Associa- 
tion and  the  Health  Care  Financing 
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Administration,  ProPAC  is  developing  alterna- 
tive labor  market  definitions  that  may  alleviate 
many  of  the  current  problems.  On  the  basis  of 
this  effort,  the  Commission  hopes  to  be  able  to 
recommend  substantially  revised  labor  market 
definitions  for  fiscal  year  1994. 

Under  PPS,  an  area  wage  index  is  used  to  adjust 
hospitals'  DRG  payment  rates  per  discharge  to 
reflect  variations  in  the  wage  rates  hospitals  must 
pay  for  labor  in  different  geographic  areas.  The 
index  measures  the  level  of  average  hourly  com- 
pensation for  hospital  workers  in  each  labor  market 
area  relative  to  the  national  average.  Under  current 
law,  changes  in  the  wage  index  are  required  to  be 
budget  neutral.  Therefore,  changes  in  the  wage 
index  do  not  affect  aggregate  payments  to  hospitals 
under  PPS.  However,  the  index  is  a  key  determi- 
nant of  the  distribution  of  payments  among  hospi- 
tals because  of  its  impact  on  each  hospital's  base 
payment  rate.  A  10  percent  difference  in  the  wage 
index  for  a  hospital's  labor  market  area  will  lead  to 
about  a  7  percent  difference  in  its  total  PPS  pay- 
ments. 

Since  the  inception  of  PPS,  the  wage  index  has 
been  constructed  using  labor  market  areas  based  on 
county  boundaries.  Urban  labor  market  areas  have 
been  defined  by  metropolitan  statistical  areas 
(MSAs).  Each  MSA  includes  a  set  of  contiguous, 
economically  integrated  counties,  generally  incor- 
porating a  central  city  and  its  surrounding  suburbs. 
A  single  statewide  rural  labor  market  area  has  been 
defined  for  each  state,  including  all  counties  in  the 
state  that  are  not  in  an  MSA. 

The  use  of  labor  market  areas  based  on  county 
boundaries  has  created  two  important  problems. 
First,  large  differences  in  wage  index  values  often 
exist  between  nearby  hospitals  located  on  either 
side  of  such  boundaries.  In  fiscal  year  1991,  for 
example,  the  wage  index  for  hospitals  located  in 
the  Joliet,  Illinois,  MSA  was  33  percent  higher  than 
that  for  nearby  hospitals  located  in  adjacent  rural 
counties.  Differences  of  somewhat  lesser  magni- 
I  tude  often  exist  among  adjacent  MSAs  and  among 
adjacent  rural  labor  market  areas  in  neighboring 
states. 

In  addition,  many  of  these  labor  markets  cover 
extensive  geographic  areas  that  include  a  large  and 
diverse  population  of  hospitals.  This  occurs 


because  of  the  vast  size  of  many  counties,  especial- 
ly in  the  West.  Hourly  compensation  for  hospital 
workers  often  varies  markedly  among  the  hospitals 
within  such  areas.  Consequently,  many  hospitals 
are  paid  according  to  an  index  that  does  not  accu- 
rately reflect  their  actual  labor  market  conditions. 

These  problems  have  led  to  numerous  com- 
plaints about  inequities  in  PPS  payments.  Hospitals 
in  many  rural  areas  have  argued  that  they  are  treat- 
ed unfairly  because  they  compete  for  labor  with 
hospitals  in  nearby  MSAs.  Similarly,  hospitals  in 
the  highly  urbanized  central  counties  of  MSAs 
have  argued  that  their  payments  are  too  low 
because  they  are  grouped  with  suburban  hospitals. 

In  OBRA  1989,  Congress  established  the  Medi- 
care Geographic  Classification  Review  Board  to 
consider  hospital  applications  for  geographic 
reclassification.  Under  this  legislation,  hospitals  are 
permitted  to  apply  for  reclassification  for  the  pur- 
pose of  the  wage  index,  the  standardized  amount, 
or  both.  Generally,  hospitals  may  apply  for  reclas- 
sification to  an  adjacent  MSA,  or  to  an  adjacent 
statewide  rural  area. 

In  its  first  year  of  operation,  more  than  1,100 
hospitals  applied  to  the  board  for  reclassification 
effective  in  fiscal  year  1992,  mostly  for  the  purpose 
of  the  wage  index.  About  90  percent  of  all  applica- 
tions were  approved  by  the  board.  As  a  result,  more 
than  one-quarter  of  all  rural  hospitals  and  about  6 
percent  of  urban  hospitals  have  been  reclassified 
from  the  PPS  labor  market  areas  in  which  they  are 
actually  located  to  nearby  (generally  urban)  labor 
market  areas. 

These  reclassifications  have  led  to  substantial 
increases  in  payments  for  many  hospitals.  HCFA 
estimated  that  payments  to  hospitals  reclassified  for 
the  wage  index  would  increase  in  fiscal  year  1992 
by  5.2  percent,  due  to  reclassification  alone.  The 
estimated  increase  averaged  6.8  percent  for  reclas- 
sified rural  hospitals  and  2.9  percent  for  reclassi- 
fied urban  hospitals. 

Statutory  provisions  governing  the  calculation  of 
the  wage  index  after  reclassification  protect  most 
hospitals  from  declines  in  their  wage  index  values. 
Therefore,  the  increase  in  aggregate  payments  due 
to  reclassification  was  substantially  larger  than  it 
otherwise  would  have  been.  However,  the  statute 
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also  requires  the  Secretary  to  adjust  the  standard- 
ized payment  amounts  for  urban  hospitals  so  that 
aggregate  PPS  payments  do  not  change  as  a  result 
of  reclassification.  Consequently,  payments  to 
urban  hospitals  were  reduced  by  1.0  percent  (about 
$450  million)  in  fiscal  year  1992.  Thus,  payments 
are  expected  to  increase  about  2.9  percent  for  urban 
hospitals  that  were  reclassified  for  the  wage  index. 
Payments  are  expected  to  decline  by  1.0  percent  for 
most  of  the  remaining  urban  hospitals. 

ProPAC  analysis  of  the  recent  reclassification 
decisions  suggests  that  this  policy  has  failed  to 
resolve  many  of  the  problems  it  was  intended  to 
address.  Although  reclassification  has  clearly 
increased  payments  for  many  of  the  affected  hospi- 
tals, large  differences  in  wage  index  values  still 
exist  across  the  boundaries  of  adjacent  labor 
market  areas.  The  current  labor  market  areas  also 
continue  to  include  diverse  sets  of  hospitals  with 
widely  varying  hourly  compensation  rates.  Further, 
the  reclassification  process  has  created  a  sizable 
ongoing  administrative  burden  and  considerable 
uncertainty  for  hospitals. 

Some  of  the  failure  of  reclassification  may  be 
due  to  problems  with  the  qualifying  criteria. 
Improvements  in  the  criteria  for  approving  reclassi- 
fication requests  could  reduce  the  number  of  inap- 
propriate reclassifications.  However,  this  would  not 
solve  the  fundamental  problems  associated  with  the 
current  labor  market  definitions  because  reclassifi- 
cation modifies  only  the  edges  of  each  labor  market 
area. 

Congress  has  continued  to  receive  numerous 
complaints  about  the  fairness  of  the  wage  index. 
Consequently,  both  the  Senate  Finance  Committee 
and  the  House  Ways  and  Means  Committee  have 
asked  ProPAC  to  develop  a  new  approach  to  labor 
market  definitions.  The  American  Hospital  Associ- 
ation and  HCFA  have  also  expressed  strong  interest 
in  this  effort. 

The  most  serious  limitations  of  the  current  labor 
market  definitions  are  related  to  the  large  size  and 
fixed  boundaries  of  MSAs  and  statewide  rural 
areas.  It  is  assumed,  implicitly,  that  hospitals  locat- 
ed within  each  area  compete  for  labor,  while  those 
located  on  opposite  sides  of  area  boundaries  do  not. 
This  produces  large  differences  in  wage  index  val- 
ues for  adjacent  labor  market  areas.  At  the  same 


time,  substantial  variations  in  hourly  compensation 
rates  within  each  area  are  unrecognized. 

To  define  alternative  labor  market  areas  that  rec- 
ognize the  local  nature  of  labor  competition,  the 
Commission  plans  to  develop  hospital-specific 
labor  markets  based  on  the  set  of  hospitals  located 
nearest  to  each  hospital,  measured  by  road  miles. 
These  labor  market  areas  will  not  have  fixed  geo- 
graphic boundaries  like  county  borders.  Instead,  for 
each  hospital,  the  areas  will  merely  identify  other 
nearby  hospitals  as  the  most  probable  competitors 
for  labor.  The  implicit  assumption  is  that  a  hospi- 
tal's nearest  neighbors  will  provide  the  best  mea- 
sure of  the  labor  market  conditions  it  faces. 
Because  this  approach  will  produce  overlapping 
labor  market  areas  for  nearby  hospitals,  it  is  likely 
to  reduce  substantially  the  strong  boundary  effects 
among  labor  market  areas  in  the  current  wage 
index. 

A  number  of  difficult  issues  need  to  be  resolved 
to  determine  whether  this  approach  would  result  in 
appropriate  labor  market  areas.  Moreover,  the  dis- 
tance data  needed  for  this  project  are  not  likely  to 
be  available  before  mid- 1992  at  the  earliest.  In 
addition,  the  analysis  will  take  several  months. 
Thus,  even  if  the  project  is  highly  successful,  it  is 
improbable  that  the  resulting  wage  index  could  be 
implemented  for  fiscal  year  1993.  The  Commission 
believes,  however,  that  other  currently  available 
policy  options  are  not  likely  to  produce  significant 
overall  benefits.  Therefore,  ProPAC  recommends 
that  Congress  await  the  outcome  of  this  effort 
before  taking  further  action. 

Potential  Major  Refinements  to  the  DRGs 

The  Commission  has  recently  completed  a 
partial  evaluation  of  the  impact  of  alternative 
proposals  for  major  refinement  of  the  DRGs. 
The  results  indicate  that  these  refinements 
would  allow  more  accurate  classification  and 
payment  for  Medicare  cases.  Further  study 
would  be  needed,  however,  to  reach  a  final 
judgment  regarding  the  desirability  of  any  of 
the  proposed  modifications.  Therefore, 
ProPAC  is  not  recommending  adoption  of 
major  changes  at  this  time.  The  Commission 
is  interested  in  the  views  of  hospitals  and 
other  entities  as  it  continues  to  assess  the 
desirability  and  impact  of  these  refinements. 
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The  Commission  recently  conducted  a  partial  eval- 
uation of  the  impact  of  alternative  proposals  for 
major  refinement  of  the  DRG  patient  classification 
system.  These  proposals  were  developed  by  the 
Health  Systems  Management  Group  at  Yale  Uni- 
versity and  by  3M  Health  Information  Systems  for 
New  York  State. 

The  results  of  ProPAC's  analysis  indicate  that 
both  proposals  would  permit  more  accurate 
classification  of  Medicare  patients  under  PPS.  Con- 
sequently, payments  to  hospitals  would  more  accu- 
rately reflect  cost  differences  due  to  variations  in 
severity  of  illness  and  other  factors. 

Adoption  of  either  proposal  also  would  substan- 
tially affect  the  distribution  of  PPS  payments 
among  hospitals.  Under  current  law,  the  Secretary 
is  required  to  adjust  payments  to  hospitals  so  that 
any  change  in  the  DRGs  or  the  DRG  weights 
would  be  budget  neutral.  (That  is,  the  standardized 
payment  amounts  would  be  adjusted  so  that  esti- 
mated aggregate  payments  after  the  change  are 
equal  to  those  that  would  have  been  made  without 
it.)  This  means  that  changes  in  the  DRGs  leading  to 
higher  payments  for  some  hospitals  must  result  in 
offsetting  reductions  in  payments  to  other  hospitals. 

On  average,  either  set  of  DRG  refinements 
would  lead  to  an  increase  of  about  1  percent  in  pay- 
ments per  discharge  for  major  teaching  hospitals 
and  for  disproportionate  share  hospitals  located  in 
large  urban  areas.  Conversely,  average  payments 
per  discharge  would  decrease  by  about  1  percent 
for  small  rural  hospitals  and  for  sole  community 
hospitals.  This  would  occur  because  the  refined 
DRGs  would  better  reflect  differences  in  the  aver- 
age severity  of  illness  of  the  patients  treated  by  var- 
ious types  of  hospitals. 

However,  the  distribution  of  PPS  payments 
would  change  even  more  within  any  hospital  cate- 
gory. The  percentage  change  in  payments  per  dis- 
charge for  individual  major  teaching  hospitals 
would  range  from  -1.8  percent  to  2.6  percent  using 
the  Yale  DRG  refinement.  Similarly,  the  percentage 
change  in  payments  per  discharge  for  individual 
rural  hospitals  would  range  from  -3.0  percent  to 
3.8  percent.  The  pattern  of  change  would  be  quite 
similar  under  the  New  York  refinement,  although 
the  size  of  the  change  would  be  somewhat  smaller 
in  every  hospital  group. 


In  addition,  uncertainty  remains  regarding  other 
potential  effects  of  adopting  either  of  these  refine- 
ments. First,  it  is  not  clear  how  much  other 
payment  adjustments,  such  as  the  indirect  medical 
education  or  disproportionate  share  adjustments, 
would  need  to  be  modified  to  accommodate  changes 
in  patient  classification.  It  is  also  unclear  to  what 
extent  large  differences  in  payment  rates  between 
patients  with  different  classes  of  comorbidities  and 
complications  would  encourage  undesirable  changes 
in  coding  behavior.  Moreover,  the  administrative 
burden  hospitals  and  intermediaries  would  face  in 
converting  to  either  system  is  uncertain. 

Resolving  these  issues  will  require  further  evalu- 
ation. In  addition,  the  Commission  believes  that  it 
may  be  more  desirable  to  consider  adopting  these 
refinements  as  part  of  a  broader  package  of  pay- 
ment reforms.  Other  reforms  might  include  major 
changes  in  the  construction  of  the  PPS  wage  index, 
changes  in  the  methods  and  data  used  to  calculate 
DRG  weights,  and  changes  in  the  definition  and 
financing  of  payments  for  outlier  cases.  (See  Rec- 
ommendation 6  for  a  discussion  of  the  wage 
index.)  Consequently,  ProPAC  is  not  at  this  time 
recommending  adoption  of  either  of  the  proposed 
DRG  refinements.  The  Commission  is  interested  in 
the  views  of  hospitals  and  other  entities  as  it  con- 
tinues to  assess  the  desirability  and  impact  of  these 
proposals. 

Recommendation  7:  Medicare  Transfer 
Payment  Policy 

Cases  transferred  out  of  a  hospital  should 
be  paid  based  on  a  graduated  per  diem  up 
to  the  full  DRG  payment  to  recognize  the 
higher  daily  costs  associated  with  the  first 
few  days  in  a  patient  stay.  In  addition,  outli- 
er payment  policy  should  be  reexamined, 
particularly  with  respect  to  transfer  cases 
received  by  a  hospital.  The  Commission 
believes  that  hospitals  are  penalized  by  the 
current  payment  for  transfers  and  that  fur- 
ther examination  of  whether  hospitals  have 
the  appropriate  incentive  to  transfer 
patients,  particularly  with  respect  to  recu- 
perative care,  is  warranted. 

Medicare  cases  transferred  out  of  one  hospital  and 
into  another  are  paid  a  uniform  per  diem  based  on 
the  DRG,  up  to  the  full  DRG  amount.  The  final 
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hospital  in  a  transfer  sequence  receives  the  full  DRG 
payment,  although  the  patient  involved  may  be 
assigned  to  a  different  DRG  for  each  hospitalization. 

Over  the  past  few  years,  ProPAC  has  conducted 
an  extensive  analysis  of  transfer  payment  policy. 
The  analysis  found  that  the  uniform  per  diem  pay- 
ment provided  to  the  transferring  hospital  under- 
compensated the  hospital  for  the  care  provided. 
Payment  to  cost  ratios  were  substantially  below 
average  for  cases  with  short  lengths  of  stay,  but 
were  closer  to  average  for  cases  with  typical  stays. 
This  is  because  a  uniform  per  diem  payment  does 
not  recognize  the  frequently  higher  costs  associated 
with  stabilization,  evaluation,  and  surgery  that  gen- 
erally take  place  early  in  a  patient's  hospital  stay. 

The  analysis  found  that  the  receiving  hospital 
was  also  undercompensated  for  transfer  cases  due  to 
a  higher  incidence  of  outliers  among  these  patients. 
A  ProPAC  technical  report  outlining  the  findings 
from  the  analysis  will  be  published  in  April  1992. 

The  Commission  believes  that  the  payment  sys- 
tem should  not  influence  the  decision  to  transfer  a 
patient.  Rather,  the  decision  should  be  based  solely 
on  appropriate  patient  care.  ProPAC  is  concerned 
that  the  current  payment  method  may  inappropri- 
ately penalize  hospitals  that  transfer  patients  to 
another  institution  for  more  complex  care  or  for 
recuperative  care. 

A  graduated  per  diem  payment  could  more  accu- 
rately reflect  the  higher  daily  costs  associated  with 
the  first  few  days  of  care  by  more  closely  tracking 
these  costs.  A  graduated  per  diem  payment,  to  vary 
by  day  of  stay,  would  be  highest  for  the  first  day  of 
care  and  lowest  for  the  last  day.  The  cumulative  per 
diem  payments  would  not  exceed  the  full  DRG 
payment.  The  methodology  for  developing  a  gradu- 
ated per  diem  payment  could  follow  a  study  con- 
ducted by  RAND  for  ProPAC  (How  Services  and 
Costs  Vary  by  Day  of  Stay  for  Medicare  Hospital 
Stays).  This  study  examined  how  cost  varied  for 
each  day  of  a  patient  stay  for  a  number  of  DRGs. 
The  Commission  would  be  happy  to  work  with  the 
Secretary  in  developing  a  graduated  per  diem  pay- 
ment for  transfer  cases. 

The  current  payment  method  also  discourages 
the  transfer  of  cases  from  one  hospital  to  another 
for  recuperative  care,  as  noted  above.  A  graduated 


per  diem  for  all  but  the  final  admission  in  a  transfer 
sequence  could  reduce  the  penalty  faced  by  these 
hospitals.  However,  the  full  DRG  payment  amount 
for  cases  requiring  recuperative  care  may  be  too 
high.  Further,  it  is  uncertain  whether  a  graduated 
per  diem  payment  would  affect  hospital  behavior  in 
these  situations.  Nor  is  it  known  if  behavioral 
change  would  be  desirable.  ProPAC  therefore 
encourages  the  Secretary  to  explore  the  benefits  of 
encouraging  these  kinds  of  transfers,  as  well  as 
what  payment  policy  would  be  appropriate.  Finally, 
the  Commission  believes  PROs  should  continue  to 
review  transfer  cases  in  order  to  monitor  changes  in 
frequency  that  are  related  to  any  new  financial 
incentives. 

The  Commission  is  also  concerned  that  Medi- 
care's outlier  payment  policy  penalizes  hospitals 
that  receive  numerous  transfer  cases.  ProPAC  anal- 
ysis has  shown  that  a  larger  than  average  propor- 
tion of  transfer  cases  become  outliers  and  that  the 
losses  on  these  cases  are  substantially  greater  than 
those  for  the  average  outlier  case.  ProPAC  strongly 
urges  the  Secretary  to  reexamine  outlier  payment 
policy,  giving  particular  attention  to  transfer  cases. 
The  Commission  also  plans  to  reexamine  outlier 
payment  policy  in  the  near  future  and  is  willing  to 
work  with  the  Secretary  on  the  issue. 

Recommendation  8:  Payment  for  Hemophilia 
Blood  Clotting  Factor 

The  Commission  believes  that  current  PPS 
payment  policies  are  adequate  to  prevent 
significant  payment  inequities  for  hospitals 
that  treat  Medicare  beneficiaries  with 
hemophilia.  Therefore,  ProPAC  does  not 
recommend  reinstatement  of  an  add-on 
payment  for  the  costs  of  blood  clotting  fac- 
tor provided  to  hemophilia  patients.  How- 
ever, should  the  current  situation  change, 
the  Commission  may  reevaluate  this  issue. 

In  1989,  the  Commission  recommended 
implementation  of  an  add-on  payment,  for  a  two- 
year  period,  for  the  costs  of  providing  blood  clot- 
ting factor  to  Medicare  patients  with  hemophilia. 
This  payment  was  needed  because  the  prices  of 
clotting  factors  had  risen  dramatically  in  1987  and 
1988.  These  increases  were  due  mostly  to  new 
manufacturing  processes  designed  to  reduce  the 
risk  of  transmitting  the  human  immunodeficiency 
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virus  (HIV).  Congress  enacted  ProPAC's  recom- 
mendation in  OBRA  1989.  The  add-on  payment 
was  effective  for  discharges  occurring  after  June 
18,  1990,  and  before  December  19,  1991.  Congress 
has  asked  ProPAC  to  reevaluate  this  issue. 

Reinstatement  of  the  add-on  payment  for  clotting 
factor  could  be  justified  if  there  were  many  benefi- 
ciaries who  required  it,  if  the  costs  to  administer  it 
were  substantial,  and  if  these  cases  were  concentrat- 
ed in  a  few  hospitals.  But  in  fiscal  year  1990,  there 
were  fewer  than  3,000  discharges  of  Medicare  bene- 
ficiaries with  hemophilia.  Not  all  required  blood 
clotting  factor.  These  cases  were  treated  in  more 
than  1,300  hospitals.  Of  the  hospitals  providing  this 
care,  94  percent  treated  five  or  fewer 
Medicare  beneficiaries  with  hemophilia.  So  there 
are  relatively  few  of  these  cases,  and  they  are  wide- 
ly scattered  among  many  hospitals.  Further,  even 
though  hemophiliacs  are,  on  average,  more  costly  to 
treat  than  other  cases  within  a  given  DRG,  there  are 
insufficient  data  to  indicate  that  these  differences 
are  due  to  the  administration  of  clotting  factor. 

Current  PPS  payment  policies  adequately 
compensate  hospitals  that  treat  Medicare  beneficia- 
ries with  hemophilia.  Hospitals'  billed  charges, 
which  are  used  to  recalibrate  the  DRG  weights, 
include  the  costs  of  clotting  factors.  Therefore, 
these  costs  are  reflected  in  higher  weights  for  the 
DRGs  that  include  these  patients.  In  addition,  while 
payment  to  cost  ratios  are  lower  than  average  for 
hemophilia  discharges  compared  with  all  Medicare 
discharges,  the  process  of  averaging  offsets  the  loss- 
es from  these  cases  against  the  profits  from  cases 
with  lower  average  costs.  Finally,  outlier  payment 
policy  is  designed  to  provide  additional  compensa- 
tion to  hospitals  for  exceptionally  costly  cases. 

If  the  current  situation  changes,  and  future 
evidence  indicates  that  the  costs  of  administering 
clotting  factors  to  patients  with  hemophilia  become 
significantly  burdensome  for  some  hospitals,  the 
Commission  will  reevaluate  this  issue. 

Recommendation  9:  Payment  for  Epilepsy 

Cases 

The  current  DRG  assignment  should  be 
revised  to  account  for  the  resource  require- 
ments of  patients  with  epilepsy  receiving 
intensive  neurodiagnostic  monitoring. 


Epilepsy  is  a  chronic  disorder  of  the  brain,  char- 
acterized by  the  tendency  to  have  recurrent 
seizures.  Approximately  10  percent  of  epilepsy 
patients  do  not  attain  an  adequate  level  of  seizure 
control:  Their  seizure  disorders  are  characterized  as 
intractable.  In  1987,  concerns  over  the  adequacy  of 
PPS  payment  for  the  treatment  of  intractable 
epilepsy  patients  receiving  intensive  neurodiagnos- 
tic monitoring  were  brought  to  the  Commission's 
attention. 

ProPAC  reported  preliminary  findings  on  this 
issue  in  its  March  1988  report  to  the  Secretary.  At 
that  time,  only  three  centers  were  identified  as  pro- 
viding specialized  care  for  the  treatment  of 
intractable  epilepsy.  Within  the  two  DRGs  to  which 
the  majority  of  these  cases  were  assigned  (DRG  24 
and  DRG  25),  payment  shortfalls  were  larger  for 
patients  with  epilepsy  than  for  other  patients.  How- 
ever, the  Commission  deferred  making  a  recom- 
mendation at  that  time  because  there  were  no 
specific  codes  to  identify  patients  with  intractable 
epilepsy.  Since  then,  the  number  of  hospitals  pro- 
viding these  specialized  services  has  increased  to 
more  than  40,  and  codes  that  distinguish  patients 
with  intractable  epilepsy  have  been  implemented. 

Commission  analyses  of  data  from  fiscal  year 
1990  found  that  the  majority  of  patients  with 
epilepsy  are  not  concentrated  in  any  hospital  type. 
However,  hospitals  providing  specialized  services 
had  a  higher  percentage  of  patients  with  epilepsy 
who  receive  monitoring.  Further,  nearly  64  percent 
of  the  patients  in  these  hospitals  who  were  assigned 
to  DRGs  24  and  25  had  intractable  epilepsy,  com- 
pared with  about  3 1  percent  in  other  PPS  hospitals. 

Payment  to  cost  ratios  were  lower  for  patients 
with  epilepsy  compared  with  other  patients  in  the 
same  DRG.  For  example,  ratios  were  about  10  per- 
cent lower  for  epilepsy  patients  compared  with 
other  patients  in  DRG  25.  These  differences  were 
larger  for  patients  with  intractable  epilepsy  and  for 
those  receiving  monitoring.  In  DRG  25,  the 
payment  to  cost  ratios  were  18  percent  lower  for 
patients  with  intractable  epilepsy.  Those  receiving 
monitoring  had  ratios  nearly  22  percent  lower  than 
other  patients  in  the  same  DRG.  The  same  pattern 
was  seen  in  DRG  24  as  well. 

Therefore,  the  Commission  believes  that  the 
Secretary  should  evaluate  the  current  DRG 
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assignment  for  patients  with  intractable  epilepsy, 
particularly  those  receiving  intensive  neurodiag- 
nostic  monitoring.  The  payment  system  should 
not  discourage  hospitals  from  treating  these 
patients.  The  Commission  realizes,  however,  that 
more  accurate  codes  may  need  to  be  implemented 
to  ensure  that  the  appropriate  type  of  monitoring 
is  reflected  in  the  patient  records. 

Recommendation  10:  Essential  Access 
Community  Hospital  Program 

The  Commission  recommends  that  the  Sec- 
retary waive,  on  an  individual  case  basis, 
some  of  the  requirements  for  participation 
in  the  Essential  Access  Community  Hospi- 
tal Program.  This  would  encourage 
increased  hospital  participation  and  allow 
the  Secretary  to  gain  additional  experience 
with  alternative  policies.  Over  time,  poli- 
cies should  be  expanded  to  target  the  larg- 
er group  of  hospitals  that  should  continue 
to  operate  but  offer  limited,  less  specialized 
inpatient  services.  By  refocusing  these  hos- 
pitals' operations,  the  Commission  believes 
that  overall  system  efficiency  may  be 
improved  without  sacrificing  access  to 
care. 

OBRA  1989  required  the  Secretary  of  Health 
and  Human  Services  to  establish  an  Essential 
Access  Community  Hospital  Program  in  up  to 
seven  states.  By  restructuring  the  delivery  of  ser- 
vices in  rural  areas,  the  program  seeks  to  ensure 
access  to  care  through  the  provision  of  emergency 
services  and  an  entry  point  for  inpatient  care. 
Restructuring  is  also  designed  to  reduce  the  cost  of 
providing  appropriate  care,  primarily  through 
downsizing  inpatient  capacity. 

The  program  requires  every  participating  state  to 
develop  a  rural  regionalization  plan  with  two  levels 
of  care.  Rural  primary  care  hospitals  are  to  provide 
emergency  and  temporary  inpatient  care  for  cases 
needing  stabilization  prior  to  discharge  or  transfer. 
Essential  access  community  hospitals  are  to  act  as 
full-service  referral  hospitals  for  the  RPCHs. 

Participating  RPCHs  must  transform  from  pro- 
viding routine  inpatient  care  to  offering  more  limited 
emergency  inpatient  and  outpatient  services. 


Specifically,  all  hospitalizations  in  RPCHs  must  be 
certified  as  emergencies  by  a  physician,  and 
patients  must  be  discharged  or  transferred  within 
three  days.  In  addition,  a  RPCH  is  limited  to  six 
inpatient  beds,  unless  the  hospital  has  swing  beds. 
In  that  case,  the  RPCH  may  have  up  to  12  total 
beds,  with  no  more  than  10  beds  concurrently  used 
for  skilled  nursing  level  services.  Further,  formal 
agreements  with  at  least  one  other  hospital  must  be 
established  for  the  referral  and  admission  of  cases 
that  cannot  be  treated  at  the  RPCHs.  By  limiting 
the  services  offered  at  these  hospitals,  the  extra 
costs  of  maintaining  inpatient  capacity  while  serv- 
ing a  small  number  of  patients  may  be  avoided. 
Instead,  local  residents  requiring  non-emergency 
inpatient  care  are  to  be  treated  in  a  hospital  offering 
an  appropriate  array  of  services. 

The  Commission  agrees  with  the  intent  of  this 
program.  Nevertheless,  it  has  concerns  regarding 
several  specific  RPCH  provisions,  as  outlined  in  its 
report  to  Congress,  Rural  Hospitals  Under  Medi- 
care's Prospective  Payment  System.  ProPAC  ques- 
tioned the  following:  (1)  the  condition  of  payment 
requiring  certification  that  the  admissions  were 
required  on  a  temporary,  inpatient  basis;  (2)  the 
six-bed  limitation;  and  (3)  the  maximum  three-day 
length  of  stay. 

The  program  also  contains  several  provisions  for 
EACHs.  These  facilities  must  be  located  35  miles 
from  another  EACH  or  rural  referral  center  and 
have  at  least  75  beds.  The  hospitals  must  agree  to 
provide  emergency  and  medical  backup  services  to 
RPCHs,  offer  admitting  privileges  to  RPCH  physi- 
cians, and  accept  RPCH  patients  as  transfers.  The 
Commission  is  troubled  by  the  75-bed  requirement, 
which  may  encourage  unnecessary  bed  capacity  or 
disallow  participation  of  small,  full-service  hospi- 
tals. 

In  the  Commission's  judgment,  the  EACH 
program  provisions  are  so  restrictive  that  many 
otherwise  eligible  hospitals  may  choose  not  to  par- 
ticipate. Without  sufficient  participation,  the  pro- 
gram is  unlikely  to  meet  its  goals.  Therefore, 
ProPAC  encourages  the  Secretary  to  waive  certain 
provisions  on  an  individual  case  basis.  This  flexi- 
bility may  result  in  higher  hospital  participation 
while  experience  is  gained  regarding  alternative 
policies. 


51 


The  EACH  program  is  not  designed  to  solve  the 
problems  facing  those  rural  hospitals  that  wish  to 
remain  open  but  are  not  financially  viable  in  their 
current  configuration.  Because  this  program  is  lim- 
ited to  hospitals  that  will  discontinue  their  routine 
inpatient  care,  it  is  unlikely  to  have  a  large  impact 
on  the  organization  and  delivery  of  rural  hospital 
care.  Thus,  the  Commission  recommends  that  poli- 
cies eventually  should  be  expanded  to  target  larger 
hospitals  that  will  remain  open  as  inpatient  facili- 
ties. These  hospitals  should  be  made  more  efficient 
through  appropriate  restructuring  of  their  services. 
The  Rural  Transition  Grant  Program,  administered 
by  HCFA,  is  one  effort  aimed  at  helping  hospitals 
adapt  to  their  changing  circumstances.  Begun  in 
1987,  this  program  provides  funds  to  help  small 
rural  not-for-profit  hospitals  and  their  communities 
adapt  to  changing  demand  for  services,  excess 
acute  care  capacity,  and  the  inability  to  provide 
appropriate  staffing.  It  is  designed  to  ensure  access 
to  emergency  and  inpatient  care  in  areas  where  ser- 
vices are  eliminated. 

Alternatively,  the  EACH  program  could  be 
expanded  to  permit  the  participation  of  hospitals 
offering  routine  inpatient  services  for  treatment  of 
appropriate  cases.  This  could  enable  other  hospitals 
that  wish  to  remain  open  to  use  EACH  funds  to 
downsize  and  develop  linkages  with  full-service 
hospitals.  The  Commission  would  gladly  collabo- 
rate with  Congress  and  other  interested  parties  to 
develop  a  workable  strategy  to  achieve  a  more  effi- 
cient hospital  system. 

PRO  Review  and  Quality  of  Care 

The  Commission  believes  the  Peer  Review 
Organization  program  should  continue  to 
monitor,  at  the  case  and  facility  levels,  the 
care  furnished  to  Medicare  beneficiaries. 
Although  the  Commission  commends  the 
planned  expansion  of  epidemiologic  patterns 
of  care  studies  using  the  Uniform  Clinical 
Data  Set,  these  more  general  analyses  should 
not  replace  all  case-level  and  facility-level 
quality  review.  Further,  funding  should  be 
sufficient  to  allow  PROs  to  perform  case- 
level  and  facility-level  review,  as  well  as  more 
general  analyses  of  broad  patterns  of  care. 

Peer  Review  Organizations,  which  are  private 
organizations  under  contract  to  HCFA,  generally 


operate  at  the  state  level.  These  organizations 
review  hospital  medical  records  in  a  given  state  to 
determine  whether  payment  should  be  made  for 
services  provided  under  Medicare.  HCFA  specifies 
the  major  responsibilities  of  the  PROs  in  their  con- 
tracts, which  are  awarded  for  three  years.  One-third 
of  these  contracts  come  up  for  renewal  each  year. 

Historically,  the  mandate  of  the  PROs  has 
included  quality  of  care  and  utilization  review  at 
the  hospital  level.  Past  ProPAC  recommendations 
have  addressed  the  need  to  improve  quality  of  care 
review  by,  for  instance,  implementing  better  quality 
screens  (the  specific  criteria  against  which  care  is 
evaluated).  The  Commission  has  also  called  for 
more  sophisticated  methods  of  quality  review  that 
emphasize  outcomes  measures. 

The  fourth  PRO  contracting  cycle  began  in  the 
fall  of  1991.  The  contracts  issued  during  the  latest 
cycle  reflect  the  Secretary's  overall  strategy  of 
shifting  the  PRO  program's  focus  from  an 
emphasis  on  individual  record  review  to  a  more 
systematic  analysis  of  patterns  of  use  and  patterns 
of  outcome.  This  strategy  is  consistent  with  rec- 
ommendations made  in  the  recent  Institute  of 
Medicine  (IOM)  report,  Medicare:  A  Strategy  for 
Quality  Assurance.  The  IOM's  recommendations 
reflect  its  belief  that  hospitals,  together  with  their 
medical  staffs,  will  continue  to  improve  the  quali- 
ty of  care  furnished  to  all  patients. 

In  conjunction  with  this  changed  focus,  the 
Uniform  Clinical  Data  Set  (UCDS)  is  being  imple- 
mented. An  automated  record  review  system,  the 
UCDS  is  designed  to  standardize  the  review  pro- 
cess and  produce  a  detailed,  patient-level  database. 
This  database  will  be  important  in  conducting 
epidemiologic  studies  of  patterns  of  health  care 
delivery.  The  Commission  strongly  supports  this 
type  of  activity. 

However,  with  increased  emphasis  on  a  more 
nationally  representative  database,  the  hospital- 
level  review  of  the  care  furnished  to  Medicare 
beneficiaries  has  been  deemphasized.  No  other 
external  entity  will  perform  this  function.  The 
Commission  is  concerned  that  this  shift  in  PRO  ori- 
entation is  at  the  expense  of  quality  monitoring  at 
the  individual  and  facility  level.  All  levels  of  quali- 
ty should  be  examined,  from  individual  cases  and 
facilities  to  local,  regional,  and  national  patterns  of 
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care.  Therefore,  although  the  UCDS  is  a  useful  and 
important  tool,  it  does  not  substitute  for  facility  and 
case-level  review  of  the  quality  of  care  provided  to 
Medicare  beneficiaries. 

PRO  funding  should  be  sufficient  to  provide  for 
adequate  review  at  the  case  and  facility  level. 
Funding  should  also  permit  analyses  of  broad  pat- 
terns of  care.  ProPAC  is  concerned  that  budget  cuts 
will  have  an  unfavorable  impact  on  both  of  these 
important  types  of  activities. 

Updating  and  Adjusting  Payments  to  PPS- 
Excluded  Hospitals  and  Distinct-Part  Units 

Since  the  implementation  of  Medicare's  prospec- 
tive payment  system  in  1983,  certain  hospitals  (psy- 
chiatric, rehabilitation,  long-term,  and  children's) 
and  distinct-part  units  (psychiatric  and  rehabilita- 
tion) have  been  exempt.  Further,  cancer  hospitals 
were  exempted  from  PPS  as  a  result  of  OBRA 
1989.  The  primary  reason  for  their  exemption  was 
that  DRGs  failed  to  predict  accurately  the  resource 
costs  for  patients  treated  by  these  providers. 

PPS-excluded  hospitals  and  distinct-part  units  are 
subject  to  the  payment  limitations  and  incentives 
established  in  the  Tax  Equity  and  Fiscal  Responsi- 
bility Act  of  1982  (TEFRA).  They  are  paid  on  the 
basis  of  each  facility's  historical  costs  trended  for- 
ward, with  a  limit  placed  on  the  rate  of  increase  in 
per  case  reimbursable  costs.  These  TEFRA  target 
rate-of-increase  limits  are  updated  annually.  The  tar- 
get rate  per  discharge  is  based  on  hospital-specific 
Medicare  costs  in  a  base  year,  which  varies  depend- 
ing on  when  the  facility  was  constructed  or  convert- 
ed to  a  PPS-excluded  category. 

Facilities  with  costs  less  than  the  target  rate  per 
discharge  receive  their  costs  plus  an  additional 
payment  that  is  the  lesser  of  50  percent  of  the  dif- 
ference between  their  costs  and  the  TEFRA  target 
rate,  or  5  percent  of  this  target  rate.  Beginning  in 
fiscal  year  1992,  providers  with  costs  exceeding 
their  target  rates  will  receive  50  percent  of  these 
costs  subject  to  a  total  payment  ceiling  of  110  per- 
cent of  the  target  amount.  Further,  the  Secretary  is 
required  to  provide  for  an  adjustment  to  the  amount 
of  payment  for  a  hospital  when  events  beyond  the 
hospital's  control  distort  the  increase  in  costs  for  a 
cost  reporting  period. 


The  TEFRA  target  rate-of-increase  limits  are 
updated  annually.  PPS-excluded  hospitals  and 
distinct-part  units  received  the  same  update  provid- 
ed to  PPS  hospitals  until  fiscal  year  1989.  Congress 
then  set  the  TEFRA  target  rate  update  equal  to  the 
projected  increase  in  the  market  basket.  Beginning 
in  fiscal  year  1991,  the  Secretary  has  implemented 
a  separate  market  basket  for  PPS-excluded 
providers.  Although  the  update  has  been  legislated, 
Congress  requires  the  Commission  and  the  Secre- 
tary of  HHS  to  recommend  an  annual  update  factor 
to  the  TEFRA  target  rates. 

OBRA  1990  requires  the  Secretary  to  develop  a 
proposal  to  modify  the  current  payment  system  for 
PPS-excluded  providers  (including  operating  and 
capital-related  costs)  or  to  replace  it  with  a 
prospective  payment  system.  The  Secretary  is 
required  to  submit  this  report  by  April  1,  1992. 
ProPAC  is  to  analyze  and  comment  on  the  Secre- 
tary's proposals  by  June  1,  1992. 

Recommendation  11:  Fiscal  Year  1993  Update 
Factor  for  PPS-Excluded  Hospitals  and 
Distinct-Part  Units 

For  fiscal  year  1993,  the  target  rate  of 
increase  for  PPS-excluded  hospitals  and  dis- 
tinct-part units  should  be  updated  to 
account  for  the  following  factors: 

•  The  projected  increase  in  the  HCFA  PPS- 
excluded  hospital  market  basket,  current- 
ly estimated  at  4.6  percentage  points; 

•  An  upward  adjustment  of  0.2  percentage 
points,  to  reflect  the  difference  between 
HCFA's  market  basket  and  that  recom- 
mended by  ProPAC; 

•  A  correction  for  fiscal  year  1991  market 
basket  forecast  error  of  -0.7  percentage 
points;  and 

•  An  allowance  for  scientific  and  technologi- 
cal advancement  of  0.1  percentage  points. 

In  addition,  a  positive  allowance  should  be 
given  to  TEFRA  providers  that  entered  the 
program  before  fiscal  year  1989,  depending 
on  the  year  on  which  their  target  rates  were 
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based.  This  allowance  should  reflect  the  differ- 
ence between  the  actual  updates  given  to  their 
target  rates  in  earlier  years  and  the  market  bas- 
ket for  those  years.  It  should  result  in  aggregate 
payments  that  are  budget  neutral  with  respect 
to  the  legislated  update. 

The  legislated  update  to  the  TEFRA  target  rate 
equals  the  projected  increase  in  the  market  basket. 
The  Commission's  recommendation  results  in  an 
average  update  to  the  target  rate  equal  to  the  market 
basket  minus  0.4  percentage  points  (see  Table  2-3). 
The  savings  achieved  from  this  reduction  should  be 
used  to  fund  the  allowance  for  the  pre-1989 
TEFRA  providers. 

Market  Basket-The  up-date  recommendation  is 
determined  primarily  by  the  projected  increase  in 
the  PPS-excluded  market  basket  index.  The  current 
HCFA  market  basket  forecast  for  fiscal  year  1993 
is  4.6  percent.  The  Commission,  however,  believes 
that  the  market  basket  as  currently  constructed  does 
not  adequately  recognize  the  unique  characteristics 
of  the  hospital  labor  market.  The  major  reason  is 
that  the  proportion  of  internal  hospital  wages  used 
in  the  wage  component  of  the  HCFA  market  basket 
is  understated.  (See  the  discussion  of  the  market 
basket  index  in  Appendix  A.)  Therefore,  the  Com- 
mission recommends  an  additional  0.2  percentage 
point  adjustment. 


Forecast  Error  Correction-ProPAC  continues 
to  believe  that  the  update  should  be  corrected  for 
past  market  basket  forecast  errors.  This  requires 
comparing  the  actual  market  basket  increase  in  a 
given  year  with  the  forecast  used  to  update  pay- 
ments in  that  year.  A  two-year  lag  exists  between 
when  the  forecast  is  used  and  when  the  actual  mar- 
ket basket  increase  is  known.  In  the  Commission's 
judgment,  corrections  should  be  made  only  for 
errors  that  equal  or  exceed  0.25  percentage  points. 
Taking  this  approach,  the  Commission  compared 
the  actual  fiscal  year  1991  market  basket  increase 
with  the  forecast  used  to  update  the  TEFRA  target 
limits  in  that  year.  The  fiscal  year  1991  market  bas- 
ket forecast  was  5.3  percent,  and  the  actual  market 
basket  increase  was  4.6  percent.  The  forecast  error 
correction  for  fiscal  year  1991  is  thus  -0.7  percent- 
age points. 

Scientific  and  Technological  Advancement- 

ProPAC  has  also  developed  an  allowance  for  sci- 
entific and  technological  advancement  for  PPS- 
excluded  facilities.  This  allowance  reflects  the 
Commission's  judgment  about  hospitals'  financial 
requirements  for  the  adoption  of  quality- 
enhancing  but  cost-increasing  technologies.  To 
arrive  at  an  informed  judgment  on  the  allowance, 
each  year  ProPAC  examines  a  set  of  the  most 
important  new  technologies  and  scientific 
advances  used  in  PPS-excluded  facilities.  Based 


Table  2-3.  Recommended  PPS-Excluded  Update  Factor  for  Fiscal  Year  1993 
Components  of  the  Update 

Components  applied  to  all  hospitals  and  distinct-part  units: 


Fiscal  year  1993  HCFA  PPS-excluded  market  basket  forecasf  4.6% 

Adjustment  for  difference  between  HCFA  and  ProPAC  market  baskets3  0.2 

Correction  for  fiscal  year  1991  forecast  error    -0.7 

Allowance  for  scientific  and  technological  advancement   0.1 

Average  update  before  positive  allowance  adjustment   4.2 


Basis  for  cumulative  positive  allowance  adjustment 

1984-  1988    2.1 

1985-  1988    4.2 

1986-  1988    6.9 

1987-  1988    4.4 

1988    2.1 


a  Market  basket  forecast  provided  by  the  Health  Care  Financing  Administration.  Office  of  the  Actuary,  December  1991.  The  market  basket 
forecast  is  subject  to  change  as  more  current  forecasts  become  available. 

b  Federal  Register  56(106),  June  3,  1991,  251778-25323. 
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on  this  examination,  an  increase  of  0.1  percentage 
points  to  the  target  rate  is  needed  to  offset  the  cost 
of  new  technologies. 

Unlike  the  update  for  PPS  hospitals,  the  update 
for  excluded  facilities  should  not  include  a 
productivity  adjustment.  The  productivity  adjust- 
ment to  the  PPS  update  is  based  on  the  principle 
that  Medicare  should  share  in  the  savings  generated 
by  productivity  improvements.  However,  Medicare 
automatically  shares  in  the  savings  under  TEFRA. 
Facilities  with  costs  less  than  the  target  amount 
receive  their  costs  plus  the  lesser  of  5  percent  of  the 
target  amount,  or  50  percent  of  the  difference 
between  their  target  amount  and  costs.  Therefore, 
part  of  any  productivity  increase  is  factored  into 
reduced  Medicare  payments.  ProPAC  believes  that 
further  reductions  in  payments  for  productivity 
improvement  are  not  appropriate  for  PPS-excluded 
providers. 

Positive  Allowance-Based  on  the  Commission's 
initial  analysis  of  PPS-excluded  facilities,  it 
appears  that  the  earlier  a  provider  was  excluded 
from  PPS,  the  more  financially  vulnerable  it  has 
become.  This  is  partly  because  hospitals  and  dis- 
tinct-part units  excluded  before  fiscal  year  1989 
received  the  same  update  as  PPS  hospitals.  The 
PPS  update  was  reduced  to  account  for  growth  in 
payments  resulting  from  CMI  increases.  PPS- 
excluded  providers,  however,  did  not  benefit  from 
increased  payments  due  to  CMI  changes. 

ProPAC  believes  that  these  providers  should  have 
received  the  full  increase  in  the  market  basket  during 
this  period.  To  ensure  budget  neutrality,  the  savings 
achieved  from  the  Commission's  average  update 
recommendation  should  be  distributed  to  these 
providers  based  on  the  difference  between  the  market 
basket  increase  and  the  actual  update  received.  Fur- 
ther, the  Secretary  is  required  to  provide  for  adjust- 
ment of  a  hospital's  payments  when  events  beyond 
its  control  affect  the  increase  in  costs  during  a  report- 
ing period.  In  general,  the  provider  must  request  an 
adjustment  each  year  in  which  costs  exceed 
payments.  In  these  cases,  the  Secretary  is  permitted 
to  use  the  most  appropriate  method  for  adjustment, 
including  the  assignment  of  a  new  base  year. 

ProPAC  believes  that  giving  a  positive 
allowance  to  providers  excluded  in  the  early  years 
will  reduce  the  amount  of  the  adjustments  that  will 


be  requested  and  granted  in  the  future.  The  savings 
based  on  the  difference  between  the  market  basket 
increase  and  the  actual  update  should  be  considered 
in  determining  the  positive  allowance.  Again, 
providers  that  had  new  target  rates  computed  to 
reflect  more  recent  cost  data  should  not  receive  the 
positive  allowance. 

The  Commission  will  continue  to  evaluate  the 
appropriateness  of  the  TEFRA  system  for  PPS- 
excluded  providers.  As  required  by  Congress, 
ProPAC  will  prepare  a  report  by  June  1,  1992,  ana- 
lyzing and  commenting  on  proposals  developed  by 
the  Secretary.  If  the  Secretary's  report  is  delayed, 
the  Commission  will  submit  a  preliminary  report  in 
June  1992  evaluating  TEFRA  payment  policy.  Sev- 
eral factors  will  be  examined,  including  (1)  cost 
and  payment  increases  in  PPS-excluded  facilities, 
(2)  payment  variation  and  potential  reasons  for  it, 
and  (3)  beneficiaries'  access  to  services  at  these 
facilities.  Further,  the  report  will  review  the  general 
criteria  for  reform  and  present  various  payment 
policy  options.  The  Commission  will  submit  a  sub- 
sequent report  reviewing  the  Secretary's  recom- 
mendations, as  appropriate. 

Finally,  ProPAC  believes  that  the  Secretary  should 
systematically  collect  data  on  successful  adjustment 
applications.  Medicare  Cost  Report  data  are  a  valu- 
able source  of  information  used  to  assess  the  finan- 
cial effects  of  TEFRA.  However,  cost  reports  are  not 
amended  to  reflect  these  adjustments.  Therefore, 
these  data  may  not  accurately  reflect  the  overall 
impact  of  TEFRA  payments  on  providers. 

Updating  Payments  to  Dialysis  Facilities 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
directs  the  Commission  to  recommend  "an  appro- 
priate change  factor  which  should  be  used  for 
updating  payments"  for  the  facility  component  of 
dialysis  services.  This  recommendation  is  due  by 
March  1  of  each  year,  starting  in  March  1992  for 
services  provided  in  fiscal  year  1993. 

The  legislation  also  instructs  the  Commission  to 
submit  a  report  in  June  1992  that  includes  recom- 
mendations regarding  payment  methods  and  levels 
for  the  facility  component  of  dialysis  services.  In 
making  these  recommendations,  ProPAC  is  to 
study  the  costs,  services,  and  profits  associated 
with  the  various  types  of  dialysis. 
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Since  1983,  dialysis  facilities  have  been  paid  a 
prospectively  set  amount  per  dialysis  treatment; 
hospital-based  facilities  and  independent  facilities 
receive  slightly  different  base  rates.  The  rate  was 
set  using  a  sample  of  Medicare  Cost  Reports  from 
1977  through  1979.  This  prospectively  set  rate  is 
referred  to  as  the  composite  rate,  because  it  was 
based  on  a  formula  that  factored  in  the  lower  costs 
of  providing  dialysis  at  home  and  the  proportion  of 
patients  receiving  dialysis  in  this  setting.  While  this 
payment  rate  was  meant  to  encourage  the  use  of 
home  dialysis,  the  proportion  of  patients  receiving 
such  treatment  has  increased  only  minimally.  This 
increase  is  due  to  growth  in  the  number  of  patients 
receiving  peritoneal  dialysis  at  home.  The  number 
of  home  dialysis  patients  receiving  hemodialysis 
has  decreased  since  1983. 

Although  there  have  been  some  minor  changes 
to  base  payment  rates,  they  are  essentially  the  same 
as  the  rates  set  in  1983.  There  has  been  no  annual 
process  for  updating  payment  to  dialysis  facilities 
like  the  one  used  in  PPS. 

Recommendation  12:  Update  Factor  for 
Payments  to  Dialysis  Facilities 

The  Commission  is  not  recommending  an 
increase  in  payments  for  dialysis  services 
at  this  time.  Currently,  data  are  inade- 
quate to  assess  the  relationship  between 
the  payments  and  the  costs  of  furnishing 
various  types  of  dialysis  services  in  differ- 
ent settings.  The  Commission  recommends 
that  HCFA  expedite  work  necessary  to 
complete  its  database  of  unaudited  dialysis 
facility  cost  reports.  In  addition,  HCFA 
should  annually  audit  the  cost  reports  of  a 
representative  sample  of  dialysis  facilities 
and  maintain  a  database  with  this  infor- 
mation. 

The  Commission  believes  that  developing  an 
appropriate  update  factor  for  dialysis  services 
requires  information  on  payments  and  costs  for  the 
different  types  of  dialysis  furnished  in  the  alterna- 
tive settings.  Existing  data  are  inadequate  to  evalu- 
ate payments  and  costs  by  type  of  treatment  and  by 
setting. 

The  latest  available  data  are  from  a  sample  of 
1988  audited  cost  reports,  which  was  to  be  the 


basis  for  proposing  new  payment  rates.  The  sam- 
pling strategy  was  intended  to  produce  cost  esti- 
mates that  reflected  efficiently  produced  services. 
To  do  this,  larger  facilities  with  lower  production 
costs  were  overrepresented.  This  sampling  strategy 
was  appropriate  for  its  originally  intended  purpose. 
But  because  it  was  not  representative  of  all  dialysis 
facilities,  the  sample  did  not  allow  the  comprehen- 
sive evaluation  of  costs  and  payments  that  the 
Commission  believes  is  necessary. 

Patients  may  receive  hemodialysis  or  peritoneal 
dialysis.  These  services  may  be  provided  by 
hospital-based  or  independent  facilities  in  the 
facility  or  in  the  home.  The  1988  audited  cost 
report  sample  was  not  representative  of  either  the 
proportion  of  patients  treated  at  home  or  the  types 
of  dialysis  provided.  Nor  did  it  represent  other 
facility  characteristics  that  should  be  analyzed, 
such  as  location,  size,  chain  affiliation,  ownership, 
and  whether  the  facilities  were  hospital-based  or 
independent.  To  correct  these  data  deficiencies,  the 
Commission  recommends  that  HCFA  expedite  the 
collection  of  unaudited  cost  report  data  from  later 
years  and  complete  the  work  necessary  to  make 
this  database  operational.  In  addition,  HCFA  annu- 
ally should  audit  a  representative  sample  of  cost 
reports  to  use  in  evaluating  payments  and  costs  by 
type  of  treatment  and  setting. 

The  sampling  issues  inherent  in  the  available 
cost  report  data  create  problems  for  many  analyses. 
These  data,  however,  represent  the  best  systemati- 
cally collected  information  available  on  costs  per 
treatment  in  hospital-based  and  independent  facili- 
ties, and  therefore  on  the  industry's  financial  status. 
In  1988,  the  costs  of  hospital-based  facilities  were, 
on  average,  higher  than  Medicare  payments, 
whereas  costs  in  independent  facilities,  the  largest 
group,  were  lower.  The  majority  of  facilities  were 
profitable  in  1988.  Other  organizations  that  did 
similar  analyses  using  data  from  1988  or  before 
reached  comparable  conclusions. 

Additional  analyses,  notably  one  conducted  by 
the  Institute  of  Medicine  (IOM)  entitled  Kidney 
Failure  and  the  Federal  Government,  indicate  that 
facilities  have  apparently  been  able  to  adapt  to 
unchanged  payment  rates  by  introducing  produc- 
tivity improvements.  These  improvements  are 
based  at  least  partly  on  scientific  and  technologi- 
cal advances  that  have  reduced  the  time  needed  to 


56 


dialyze  patients  and,  hence,  the  labor  and  other 
costs  associated  with  each  dialysis  session. 
Another  productivity  improvement  occurring  dur- 
ing the  1980s  was  the  increased  reuse  of  dialyz- 
ers,  a  key  component  in  the  dialysis  process.  The 
IOM  report  states  that  "the  introduction  of  the 
composite  rate  in  1983  had  several  general  effects 
on  providers  and,  derivatively,  on  innovation.  It 
increased  the  severity  of  the  economic  discipline 
on  all  providers,  further  encouraging  the  search 
for  efficiency." 

Evidence  concerning  quality  of  care  is  inconclu- 
sive. Further,  even  though  payments  have  not 
changed  since  1983,  the  number  of  dialysis  facili- 
ties continued  to  grow  steadily  through  1989, 
suggesting  that  access  to  care  has  not  been 
reduced. 

On  the  basis  of  this  information,  the  Commission 
believes  it  is  appropriate  to  wait  until  data  are 
available  to  evaluate  the  dialysis  industry  thorough- 
ly before  recommending  an  update  factor.  In  its 
June  report  on  dialysis  payment  rate,  ProPAC  will 
describe  its  approach  to  a  comprehensive  analysis 
of  the  dialysis  facilities  and  the  issues  related  to 
developing  an  update  to  payment  rates. 

Improving  Hospital  Outpatient  Payment 
Policy 

During  the  1980s,  there  was  unprecedented 
growth  in  the  delivery  of  care  in  the  outpatient  set- 
ting. Medicare  payments  for  outpatient  hospital 
services  increased  more  than  three  times  faster  than 
those  for  inpatient  services  between  1984  and 
1990.  Outpatient  revenues  are  a  particularly  large 
proportion  of  total  revenues  for  small  hospitals  and 
for  those  located  in  rural  areas. 

OBRA  1990  requires  the  Commission  to  issue  a 
report  by  March  1,  1992,  analyzing  and  comment- 
ing on  the  Secretary's  proposal  for  developing  a 
hospital  outpatient  payment  based  on  prospectively 
determined  rates.  Although  the  Secretary  has  not 
yet  issued  a  report,  ProPAC  will  present  its  recom- 
mendations to  Congress  by  the  mandated  date.  The 
Commission  will  comment  on  the  Secretary's  pro- 
posal after  it  is  released. 


The  following  nine  recommendations  are 
excerpted  from  ProPAC's  report.  They  provide 
principles  for  improving  the  outpatient  payment 
system,  and  apply  these  principles  to  specific  rec- 
ommendations on  ambulatory  surgery  and  outpa- 
tient radiology  services. 

Recommendation  13:  Outpatient  Payment 
Reform 

The  Commission  believes  that  a  prospective 
payment  system  for  outpatient  services 
should  be  implemented.  Outpatient  facility 
payment  reform  should  ultimately  include 
all  providers  of  outpatient  services,  such  as 
hospitals,  physicians'  offices,  and  free- 
standing ambulatory  surgical  centers. 

The  same  payment  method  should  apply  to 
the  facility  or  technical  component  of  all 
services.  The  payment  rate,  however, 
should  be  adjusted  to  reflect  justifiable  cost 
differences  such  as  wages  and  case  mix. 
Further,  cost  differences  that  have  some 
societal  benefit  like,  for  example,  standby 
capacity  and  emergency  capabilities,  should 
also  be  reflected  in  the  payment  rate. 
Where  feasible,  the  unit  of  payment  should 
be  based  on  bundled  related  services. 

The  Commission  believes  that  one  major  goal  of 
outpatient  payment  reform  is  to  provide  incentives 
for  controlling  total  expenditures  in  an  appropriate 
manner.  Reform  should  reward  providers  for  deliv- 
ering cost-effective  quality  care  in  the  appropriate 
setting.  A  prospective  payment  method  promotes 
incentives  to  deliver  cost-effective  care  by  allowing 
an  opportunity  for  a  profit  as  well  as  the  risk  of 
financial  loss.  However,  ProPAC  realizes  that  vari- 
ous payment  methods  may  be  used  during  the  tran- 
sition to  a  fully  prospective  system. 

In  attempting  to  control  total  costs,  the  Commis- 
sion recommends  that  outpatient  reform  should 
eventually  include  all  providers  of  ambulatory  care, 
including  physicians'  offices  and  independent  labo- 
ratories. This  broad  scope  is  necessary  because 
most  ambulatory  care  is  furnished  outside  of  the 
hospital  setting. 
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Physicians  and  beneficiaries  should  not  have 
financial  incentives  to  favor  one  site  of  care  over 
another,  but  should  choose  the  most  medically 
appropriate  site.  Applying  the  same  prospective 
payment  method  to  all  outpatient  services,  regard- 
less of  whether  care  is  provided  in  hospitals,  free- 
standing ambulatory  care  settings,  or  physicians' 
offices,  will  help  achieve  this  goal.  Using  the  same 
method  of  payment,  although  not  necessarily  the 
same  level  of  payments,  will  help  ensure  that  pay- 
ment incentives  across  providers  are  consistent. 

Although  the  reforms  should  be  applied  to  all 
providers  of  outpatient  services,  the  payment  rate 
may  vary  for  different  providers.  There  are  many 
reasons  why  costs  may  differ  among  similar 
providers  (such  as  teaching  and  non-teaching 
hospitals)  and  across  treatment  sites  (such  as  hospi- 
tals and  physicians"  offices).  These  factors  include 
differences  in  patient  severity,  the  intensity  of 
teaching  activities,  and  geographic  location.  The 
Commission  believes  it  is  desirable  to  adjust  for 
some  of  these  factors  in  the  payment  system,  par- 
ticularly those  that  represent  a  benefit  to  society 
and  are  beyond  the  control  of  the  provider.  (See 
Recommendation  21.)  However,  the  lack  of  cost 
data  for  free-standing  settings  may  complicate  the 
determination  of  appropriate  differences  in  pay- 
ment rates.  (See  Recommendation  15.) 

ProPAC  recommends  that  outpatient  facility  pay- 
ment reform  should  contain  incentives  consistent 
with  those  of  physician  payment  reform.  Beginning 
in  1992,  physicians  will  be  paid  using  a  resource- 
based  Medicare  Fee  Schedule.  The  fee  schedule  is 
designed  to  increase  payment  equity  among  physi- 
cians, constrain  Medicare  expenditures,  protect 
beneficiaries'  access  to  services,  and  promote  pre- 
dictability and  administrative  simplicity.  The  Com- 
mission believes  that  these  features  should  also 
characterize  the  reform  of  outpatient  payment 
methods,  as  it  noted  in  its  March  1991  Report  and 
Recommendations  to  the  Congress. 

While  a  prospective  payment  method  controls 
the  price  of  the  individual  unit  of  service,  it  has 
limited  impact  on  the  volume  of  services  provided. 
(See  Recommendation  14.)  ProPAC  believes  that 
over  time,  payment  should  move  from  the  current 
fee  for  an  individual  service  to  a  larger  payment 
unit  containing  more  services  (known  as  bundling). 


A  bundling  approach  is  necessary  to  control  the 
volume  and  intensity  of  services  provided.  These 
packages,  or  bundles,  could  be  based  on  services 
furnished  during  a  single  visit  or  over  multiple  vis- 
its, such  as  a  week  or  an  entire  episode  of  care. 
Eventually,  payments  could  be  set  to  cover  the 
costs  of  bundles  of  services  deemed  to  be  appropri- 
ate or  necessary  for  high-quality,  cost-effective 
care. 

Initially,  there  may  be  less  comprehensive 
approaches  to  bundling.  Analysis  of  the  1987  hos- 
pital outpatient  file  by  the  Urban  Institute,  for 
example,  indicates  that  bills  for  certain  outpatient 
services  had  a  significant  number  of  related  ancil- 
lary charges  (such  as  radiology  and  laboratory). 
Nearly  58  percent  of  surgical  claims  had  ancillary 
charges.  This  suggests  that  limited  bundling  for 
selected  services  in  the  hospital  outpatient  setting 
may  be  appropriate. 

To  define  the  unit  of  payment,  the  Commission 
supports  the  research  funded  by  the  Secretary  to 
develop  a  classification  system  for  ambulatory  ser- 
vices. However,  ProPAC  is  concerned  that  this 
research  currently  focuses  only  on  hospital- 
provided  outpatient  services.  For  example,  the 
Ambulatory  Patient  Groups  (APGs)  outpatient  case- 
mix  classification  system  was  developed  for  use  in 
the  hospital  outpatient  setting.  While  additional 
research  is  under  way,  it  is  unclear  whether  APGs 
can  be  appropriately  applied  in  the  non-hospital 
setting. 

To  the  extent  that  free-standing  facilities  are  pro- 
viding the  same  package  of  services,  ProPAC 
believes  any  classification  system  should  be  appli- 
cable to  these  settings  as  well.  The  Commission 
encourages  the  expansion  of  the  Secretary's 
research  in  this  direction. 

Recommendation  14:  Medicare  Volume 
Performance  Standard 

Services  provided  in  the  hospital  outpatient 
setting  should  be  included  in  the  Medicare 
Volume  Performance  Standard  (VPS)  to  the 
extent  that  these  services  are  included  when 
provided  in  other  settings.  Certain  services, 
such  as  laboratory  tests  and  therapy,  cur- 
rently are  included  in  the  VPS  when  they 
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are  furnished  in  free-standing  settings.  The 
Commission  believes  that  hospital-provided 
services  should  also  be  incorporated  in  the 
VPS.  Their  inclusion  will  make  incentives  to 
control  volume  consistent  across  sites  of  care. 

Several  of  Medicare's  current  outpatient 
payment  methods  (such  as  blended  rates  and  fee 
schedules)  control  the  price  of  individual  services. 
However,  these  payment  methods  fail  to  control  the 
volume  of  services  provided.  The  Commission 
believes  that  a  policy  to  control  inappropriate  vol- 
ume is  warranted. 

The  Volume  Performance  Standard,  enacted  in 
OBRA  1989,  offers  an  approach  for  controlling 
some  Medicare  Part  B  expenditures.  The  primary 
purpose  of  the  VPS  is  to  provide  a  collective 
incentive  for  physicians  to  control  the  rate  of 
increase  in  the  volume  and  intensity  of  services 
furnished  to  beneficiaries.  The  VPS  is  designed  to 
give  physicians  incentives  to  order  fewer  tests  and 
other  procedures  of  limited  value  to  patients.  The 
Commission  realizes  that  reductions  in  volume 
and  intensity  growth  will  be  achieved  gradually. 

Services  commonly  furnished  by  physicians  or 
in  physicians'  offices  and  billed  through  Part  B 
carriers  are  included  in  the  VPS.  Services  provid- 
ed in  the  hospital  outpatient  setting  and  billed 
through  Part  A  fiscal  intermediaries  are  excluded 
because  the  intermediaries  do  not  collect  service- 
specific  data.  To  the  extent  that  these  services  are 
included  in  the  VPS  when  provided  in  free-stand- 
ing settings,  they  should  also  be  included  when 
supplied  by  hospitals.  This  change  would  prevent 
physicians  from  attempting  to  circumvent  the 
objectives  of  the  current  VPS.  Since  hospital-pro- 
vided outpatient  laboratory  services  are  not 
included  in  the  VPS,  for  example,  physicians  have 
incentives  to  shift  these  services  to  the  hospital 
setting.  If  these  services  were  included  in  the 
VPS,  physicians  would  have  the  same  incentive  to 
control  their  use  as  they  would  to  control  the  use 
of  laboratory  tests  performed  in  their  offices  or 
independent  laboratories. 

In  his  response  to  the  Commission's  previous 
recommendation,  the  Secretary  has  stated  that 
outpatient  hospital  services  may  be  included  in 
the  VPS  as  data  systems  evolve  over  time. 
ProPAC  believes  that  the  Secretary  should 


advance  the  development  of  these  systems  so  that 
outpatient  services  provided  in  the  hospital  setting 
can  be  included  in  the  VPS  as  soon  as  possible. 

Recommendation  15:  Cost  Data  Collection  for 
Outpatient  Providers 

A  mechanism  for  periodic  collection  of  pro- 
cedure-specific cost  data  in  free-standing 
settings,  including  physicians'  offices  and 
ambulatory  surgical  centers,  should  be 
implemented. 

To  implement  and  maintain  a  prospective  pay- 
ment system  across  outpatient  providers,  compara- 
ble patient  and  financial  data  are  needed.  Under  a 
prospective  payment  rate,  comparisons  must  be 
made  between  hospitals  and  other  providers  of 
ambulatory  care — such  as  physicians'  offices  and 
free-standing  ambulatory  surgical  centers 
(ASCs) — to  determine  the  appropriate  level  of  pay- 
ment. 

Cost  data  for  free-standing  settings  therefore  are 
necessary  to  ensure  comparable  financial  incen- 
tives across  different  types  of  providers.  However, 
data  are  not  now  available  to  compare  the  costs  of 
ambulatory  care  across  providers.  Because  most 
outpatient  services  are  available  in  a  variety  of  set- 
tings, the  Commission  believes  that  collection  of 
non-hospital  cost  data  is  necessary  to  develop 
appropriate  outpatient  payment  policy. 

ProPAC  believes  that  systematic  and  comprehen- 
sive methods  of  collecting  data  on  services  provid- 
ed in  non-hospital  settings  need  to  be  developed. 
For  ambulatory  surgical  centers  and  some  other 
types  of  providers,  an  annual  cost  report  would  be 
the  appropriate  data  collection  mechanism.  The 
Secretary's  survey  of  ASCs  could  serve  as  a  model 
for  collecting  service-specific  cost  data  from  other 
ambulatory  care  providers.  The  Commission  sup- 
ports the  research  being  conducted  by  the  Physi- 
cian Payment  Review  Commission  (PPRC)  on  the 
direct  practice  costs  for  certain  services  provided  in 
physicians'  offices.  This  research  will  provide 
guidance  on  how  service-specific  cost  data  can  be 
collected  in  these  settings. 

In  the  short  term,  alternative  methods  for  using 
readily  available  data  should  be  considered.  Data 
used  to  construct  the  practice  expense  component 
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of  the  fee  schedule,  for  instance,  may  be  useful  in 
establishing  a  fair  price  for  services  across  settings. 
The  Secretary  has  indicated  that  alternative  meth- 
ods for  data  collection  will  be  explored.  The  Com- 
mission intends  to  work  with  both  the  Secretary 
and  PPRC  in  assessing  available  data  sources. 

Recommendation  16:  Beneficiary  Liability 

Beneficiary  Part  B  coinsurance  for  hospital 
outpatient  services  that  are  paid  for 
prospectively  should  be  limited  to  20 
percent  of  the  payment  amount  allowed  by 
Medicare. 

Under  current  law,  beneficiary  liability  for 
outpatient  services  differs  depending  on  the  site  of 
care.  In  the  hospital  outpatient  setting,  for  example, 
coinsurance  equals  20  percent  of  submitted 
charges.  In  free-standing  ambulatory  surgical  cen- 
ters, however,  coinsurance  equals  20  percent  of  the 
ASC  payment  rate.  The  ASC  payment  rate  is  likely 
to  be  lower  than  charges  submitted  by  hospitals. 

Historically,  hospital  outpatient  services  were 
reimbursed  on  the  basis  of  reasonable  costs.  These 
costs  could  not  be  determined  until  after  the  ser- 
vices were  performed.  Consequently,  it  was  admin- 
istratively infeasible  to  base  beneficiary 
coinsurance  on  actual  Medicare  payments  or  costs. 
As  a  result,  beneficiary  coinsurance  was  based  on 
submitted  charges,  which  were  known  when  the 
services  were  performed.  Some  hospital  services 
are  still  reimbursed  on  the  basis  of  reasonable 
costs.  However,  when  services  are  paid  prospec- 
tively, as  recommended  in  this  report,  Medicare 
reimbursement  will  be  known  at  the  time  services 
are  furnished.  Therefore,  it  will  be  feasible  to  fol- 
low Medicare's  general  policy — that  beneficiary 
coinsurance  equal  20  percent  of  the  payment 
amount  and  Medicare  payment,  80  percent. 

Analysis  conducted  by  the  Commission  indicates 
that  beneficiary  coinsurance  tends  to  be  higher  in 
hospital  settings  than  in  free-standing  settings.  For 
example,  for  hospital-provided  ASC-approved 
surgery  and  radiology  services,  patients  may  pay  as 
much  as  35  percent  and  46  percent,  respectively,  of 
the  amount  Medicare  ultimately  allows. 

In  the  Commission's  view,  this  policy  unfairly 
penalizes  beneficiaries  who  receive  care  in  the 


hospital  outpatient  setting.  ProPAC  believes  leg- 
islation should  be  adopted  to  eliminate  this  dis- 
criminatory policy  and  reduce  the  burden  on 
beneficiaries  who  use  hospital  outpatient  ser- 
vices. 

The  Commission  realizes  that  this  policy  will 
increase  Medicare  expenditures.  However,  the 
Medicare  program  should  assume  responsibility  for 
80  percent  of  the  payment  amount.  If  such  an 
increase  in  expenditures  is  unacceptable,  less  dis- 
criminatory ways  of  sharing  the  financial  burden 
should  be  explored. 

Recommendation  17:  Quality  of  Care  in 
Outpatient  Settings 

The  Commission  is  concerned  about  the 
lack  of  Federal  quality  oversight  in  many 
ambulatory  care  settings.  As  more  services 
are  furnished  in  outpatient  settings, 
ProPAC  believes  the  Secretary  should 
enhance  existing  methods  and  develop  new 
ones  to  assess  and  monitor  the  quality  of 
care  provided  to  beneficiaries  in  these  set- 
tings. 

The  quality  of  care  provided  in  hospital 
outpatient  departments  and  free-standing  ambulato- 
ry surgical  centers  is  subject  to  some  Federal 
review,  primarily  through  Medicare  conditions  of 
participation  and  PRO  activities.  Many  other 
ambulatory  care  settings,  however,  are  not  subject 
to  any  Federal  quality  assurance  mechanisms. 
Medicare  conditions  of  participation  require  a  set- 
ting to  be  inspected  by  the  Medicare  program,  or 
some  agent  of  the  program,  to  ensure  that  it  meets 
specific  quality  standards.  Peer  Review  Organiza- 
tions have  medical  practitioners  review  cases  of 
beneficiaries  seen  in  specific  settings  to  make  cer- 
tain these  standards  have  been  met. 

By  contrast,  many  ambulatory  care  settings, 
including  ambulatory  care  centers,  diagnostic 
imaging  centers,  cancer  centers,  and  lithotripsy 
centers,  do  not  have  to  meet  any  Medicare  condi- 
tions of  participation,  nor  are  they  subject  to  PRO 
review.  Some  of  these  facilities  are  voluntarily 
accredited  by  private  organizations,  although  many 
do  not  even  undergo  voluntary  accreditation.  In 
addition,  many  surgical  procedures  previously 
performed  in  hospitals  now  can  be  performed  in 
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physicians'  offices,  for  which  there  is  no  Federal 
oversight  of  quality  assurance  mechanisms. 

PROs  review  a  sample  of  cases  treated  in  hospi- 
tal outpatient  departments  and  in  ASCs.  However, 
the  sample  of  ambulatory  surgery  cases  reviewed  in 
these  facilities  has  recently  been  reduced  from 
5  percent  to  3  percent.  Cases  treated  in  hospital 
outpatient  departments  are  reviewed  only  if  the 
outpatient  services  were  received  between  hospital- 
izations that  occurred  within  31  days  of  each  other. 
Because  these  "intervening  care"  cases  are  part  of  a 
random  10  percent  sample  of  beneficiaries  who 
were  discharged  from  a  hospital,  the  number  of  a 
hospital's  outpatient  cases  the  PRO  reviews  can  be 
quite  small. 

As  more  care  is  delivered  in  ambulatory  settings, 
the  Commission  is  concerned  about  the  limited  role 
of  the  PROs  and  the  lack  of  any  Federal  quality 
oversight  for  much  of  this  care.  In  addition,  many 
of  the  voluntary  accreditation  processes  do  not 
focus  on  outcomes  of  care,  but  rather  on  the  physi- 
cal aspects  of  the  settings  and  the  procedures  used 
to  provide  care.  The  Commission  believes  that 
more  emphasis  should  be  placed  on  ensuring  the 
quality  of  ambulatory  care  and,  more  specifically, 
evaluating  quality  in  terms  of  the  outcomes. 

Recommendation  18:  Payment  for  Hospital- 
Provided  Outpatient  ASC-Approved  Surgery 

The  Commission  believes  that  payments  for 
ambulatory  surgery  performed  in  the  hos- 
pital outpatient  setting  should  be  fully 
prospective  based  on  national  rates  adjust- 
ed for  area  wage  differences.  The  payment 
rates  should  be  established  using  average 
hospital  costs  and  free-standing  ASC  pay- 
ments. These  rates  should  be  computed  in  a 
budget  neutral  fashion;  that  is,  aggregate 
spending  should  neither  increase  nor 
decrease.  National  rates  should  be  based  on 
the  classification  system  used  to  determine 
payments  to  free-standing  ASCs.  However, 
the  Commission  believes  this  classification 
system  should  be  revised.  The  rates  should 
be  updated  annually  using  an  appropriate 
update  factor. 

The  Commission  supports  congressional 
intent  to  establish  prospective  payment  methods  for 


outpatient  services.  These  methods  will  create 
incentives  for  controlling  total  expenditures  by 
encouraging  hospitals  to  deliver  cost-effective  care. 
Thus,  providers  will  have  the  opportunity  for  a 
profit  as  well  as  the  risk  of  financial  loss.  In  addi- 
tion, prospective  payments  are  more  predictable. 

The  current  payment  method  for  ambulatory 
surgery  fails  to  achieve  this  goal.  Hospitals  are  paid 
the  lesser  of  costs  (or  charges,  for  those  hospitals 
with  charges  below  costs)  or  a  blended  amount, 
which  is  equal  to  42  percent  of  hospital-specific 
costs  and  58  percent  of  the  ASC  payment  rate.  This 
method  provides  no  incentive  for  hospitals  to  lower 
their  costs.  If  a  hospital  reduces  its  costs,  the  pay- 
ments it  receives  correspondingly  decline,  thus 
eliminating  some  of  the  incentive  to  deliver  care 
more  efficiently.  By  contrast,  ASCs  are  reimbursed 
on  the  basis  of  a  prospective  fee  schedule  for  the 
same  service,  thereby  providing  more  incentive  to 
control  costs. 

The  Commission  believes  that  payment  rates 
should  recognize  justifiable  differences  in  the 
costs  of  furnishing  services.  Costs  may  differ 
between  hospitals  and  free-standing  providers  for 
several  reasons,  including  patient  severity,  stand- 
by capacity,  and  the  presence  of  an  emergency 
room.  While  there  are  no  data  to  measure  the 
costs  in  free-standing  settings,  payment  rates 
between  these  settings  and  hospitals  vary.  Lacking 
complete  information  on  the  reasons  for  these 
payment  differences,  ProPAC  believes  that  hospi- 
tals' rates  should  incorporate  a  portion  of  the  dif- 
ference between  hospital  costs  and  the  ASC 
payment  rates. 

[ 

The  Commission  realizes  that  if  national  rates 
were  established  in  this  manner,  without  modifica- 
tion, Medicare  expenditures  would  increase.  For 
example,  preliminary  analysis  indicates  that  about 
26  percent  of  hospitals  currently  receive  payments 
for  all  ambulatory  surgery  based  on  costs  or 
charges.  This  indicates  that  the  costs  or  charges  of 
these  hospitals  are  below  the  comparable  ASC  pay- 
ments. Paying  these  hospitals  the  current  blended 
rate  will  increase  Medicare  expenditures.  There- 
fore, the  Secretary  should  adjust  the  national  rates 
to  maintain  budget  neutrality.  ProPAC's  prelimi- 
nary estimates  indicate  that  the  national  rate  will 
reflect  a  28:72  blend  of  average  hospital  costs  and 
the  free-standing  ASC  rate.  These  rates  should  be 
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updated  annually  to  reflect  increases  in  the  market 
basket  and  other  appropriate  cost  increases. 

ProPAC  believes  that  better  cost  data  are  neces- 
sary to  understand  the  implications  of  using  current 
ASC  payment  rates.  (See  Recommendation  15.) 
Such  data  will  help  to  determine  the  reasons  for 
and  the  magnitude  of  cost  differences  between 
settings.  Future  payment  rates  could  be  adjusted  to 
reflect  better  cost  data.  In  addition,  these  national 
rates  should  be  adjusted  to  reflect  differences  in 
wages.  (See  Recommendation  21.)  Finally,  the 
classification  system  used  to  group  cases  for  pay- 
ment should  include  both  ASC  and  hospital  cases. 
(See  Recommendation  19.) 

Recommendation  19:  Revision  of  the 
Classification  System  Used  to  Group 
Ambulatory  Surgery  Cases 

The  Secretary  should  revise  the  classifica- 
tion system  used  to  group  ambulatory 
surgery  cases  for  payment.  Cases  treated  in 
both  hospitals  and  free-standing  ambulatory 
surgical  centers  should  be  used  to  establish 
the  payment  groups. 

The  current  classification  system  used  to  group 
cases  for  ambulatory  surgery  payment  was  devel- 
oped using  cases  treated  in  free-standing  ASCs. 
Audited  charge  data  for  90  ASCs  were  standard- 
ized for  area  wage  differences,  converted  to  costs 
using  an  average  cost  to  charge  ratio,  and  arrayed 
in  descending  order.  The  procedures  were  then 
classified  into  the  payment  groups  using  $75  inter- 
vals. Over  time,  as  the  number  of  approved  ASC 
procedures  has  increased,  the  number  of  surgery 
groups  has  increased  from  four  to  nine. 

The  Commission  is  concerned  that  the  current 
ASC  classification  system  may  not  accurately 
reflect  the  costs  or  mix  of  cases  treated  in  hospi- 
tals. It  is  likely  that  the  mix  and  costs  of  hospital 
cases  would  result  in  different  groupings.  Thus, 
while  the  number  of  groups  may  remain  the  same, 
the  classification  of  certain  procedures  may  vary 
from  the  current  classification  system.  Therefore, 
the  Commission  recommends  that  hospital  data  be 
combined  with  free-standing  ASC  data  in  estab- 
lishing the  classification  system  used  for  pay- 
ments. 


Recommendation  20:  Payment  for  Hospital- 
Provided  Outpatient  Radiology  Services 

The  Commission  believes  that  payments  for 
radiology  services  provided  in  the  hospital 
outpatient  setting  should  be  fully  prospec- 
tive based  on  national  rates  adjusted  for 
area  wage  differences.  The  payment  rates 
should  be  established  using  average  hospi- 
tal costs  and  the  technical  component  of  the 
Medicare  Fee  Schedule  for  physicians. 
These  rates  should  be  computed  in  a  budget 
neutral  fashion,that  is,  aggregate  spend- 
ing should  neither  increase  nor  decrease. 
The  national  rates  should  be  updated  annu- 
ally using  an  appropriate  update  factor. 

The  Commission  supports  congressional  intent 
to  establish  prospective  payment  methods  for 
outpatient  services.  These  methods  will  create 
incentives  for  controlling  total  expenditures  by  pre- 
senting the  opportunity  for  a  profit  as  well  as  the 
risk  of  financial  loss.  Thus  hospitals  will  be 
encouraged  to  deliver  cost-effective  care.  In  addi- 
tion, prospective  payments  are  more  predictable. 

The  current  payment  method  for  radiology  ser- 
vices fails  to  achieve  this  goal.  Hospitals  are  paid, 
by  law,  the  lesser  of  costs  (or  charges,  for  those 
hospitals  with  charges  below  costs)  or  a  blended 
amount,  which  equals  42  percent  of  hospital- 
specific  costs  and  58  percent  of  62  percent  of  the 
global  fee  schedule  amount.  This  method  provides 
no  incentive  for  hospitals  to  lower  their  costs 
because  it  simply  reduces  payments  rather  than 
establishing  a  reward  system  for  hospitals  that 
deliver  care  more  efficiently.  By  contrast,  physi- 
cians are  reimbursed  on  the  basis  of  a  prospective 
fee  schedule  for  the  same  service,  thereby  encour- 
aging them  to  control  costs. 

Physician-provided  radiology  services  have  been 
paid  on  the  basis  of  a  fee  schedule  for  several 
years.  The  original  fee  schedule  was  based  on  a 
professional  services  component  and  a  technical 
component.  The  professional  component  measured 
the  physician's  time,  skill,  and  intensity  of  service. 
The  technical  component  measured  the  physician's 
practice  costs — rent,  employee  salary,  and  equip- 
ment costs,  and  so  forth.  When  constructed,  it  was 
assumed  that  62  percent  of  the  physician's  charge 
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for  radiology  services  represented  the  technical 
component.  Therefore,  payment  for  hospital- 
provided  radiology  services  was  based  on  the  same 
percentage. 

Beginning  January  1,  1992,  payments  to  all 
physicians  are  based  on  the  Medicare  Fee  Sched- 
ule. Radiology  services  are  incorporated  into  this 
fee  schedule.  It  also  includes  professional  and 
technical  components.  However,  the  technical 
component  has  been  refined  to  measure  practice 
costs  for  individual  radiological  procedures  more 
accurately.  ProPAC  believes,  therefore,  that  the 
technical  component  of  the  new  physician  fee 
schedule  should  be  used  to  calculate  payments  for 
individual  hospital  outpatient  radiology  services. 

In  ProPAC's  view,  payment  rates  should  recog- 
nize justifiable  differences  in  the  costs  of  furnishing 
services.  Costs  may  differ  between  hospitals  and 
free-standing  providers  for  several  reasons,  includ- 
ing patient  severity,  standby  capacity,  and  the  pres- 
ence of  an  emergency  room.  While  data  are  not 
available  to  measure  radiology  service  costs  in  free- 
standing settings,  payment  rates  vary  between  these 
settings  and  hospitals.  Despite  the  lack  of  informa- 
tion explaining  these  differences,  the  Commission 
believes  that  the  hospital  payment  rate  should  incor- 
porate a  portion  of  the  payment  difference.  ProPAC 
acknowledges  that  radiology  services  provided  in 
physicians'  offices  are  comparable  to  those  provid- 
ed in  the  hospital  outpatient  setting,  to  some  degree. 
Therefore,  the  national  payment  rate  should  also 
reflect  physician  payments. 

The  national  payment  rate  for  radiology  services 
furnished  in  the  hospital  setting  should  be  computed 
using  average  hospital  costs  and  the  technical  com- 
ponent of  the  Medicare  Fee  Schedule  for  physi- 
cians. Preliminary  analysis  indicates  that  about  10 
percent  of  hospitals  currently  receive 
payments  based  solely  on  costs.  This  indicates  that 
these  hospitals'  costs  are  lower  than  the  comparable 
physician  payments.  Eliminating  the  "lesser  of 
provision  in  current  law  and  reimbursing  these 
hospitals  using  rates  calculated  with  the  current 
blended  rate  would  increase  Medicare  expenditures. 
Therefore,  the  Secretary  should  adjust  the  national 
rates  to  maintain  budget  neutrality.  ProPAC's  pre- 
liminary estimates  indicate  that  the  national  rate 
will  reflect  a  36:64  blend  of  average  hospital  costs 
and  the  technical  component  of  the  Medicare  Fee 


Schedule  for  physicians.  These  rates  should  be 
updated  annually  to  reflect  changes  in  the  market 
basket  and  other  appropriate  cost  increases. 

Better  cost  data  are  necessary  to  determine  the 
reasons  for  and  the  magnitude  of  cost  differences 
between  settings  to  understand  the  implication  of 
using  the  technical  component  of  the  current 
physician  fee  schedule.  (See  Recommendation  15.) 
Future  payment  rates  could  be  adjusted  to  reflect 
better  cost  data.  Finally,  the  Commission  believes 
that  these  national  rates  should  be  adjusted  to  reflect 
differences  in  wages.  (See  Recommendation  21.) 

Recommendation  21:  Payment  Adjustments  for 
Hospital-Provided,  ASC-Approved  Surgery  and 
Radiology  Services 

The  Commission  believes  that  national 
prospective  payment  rates  for  ASC- 
approved  ambulatory  surgery  and  radiolo- 
gy services  should  be  adjusted  to  reflect 
differences  in  labor  costs.  This  adjustment 
should  take  into  account  the  appropriate 
labor  share  and  occupational  mix  of  ASC- 
approved  surgery  and  radiology  services  in 
the  hospital  outpatient  setting.  The  Secre- 
tary should  conduct  additional  research  to 
determine  whether  other  adjustments  are 
warranted. 

The  Commission  supported  the  concept  that  the 
payment  system  should  be  neutral  with  respect  to 
certain  providers,  settings,  and  area  characteris- 
tics. The  payment  system  should  not  inappropri- 
ately influence  the  site  where  services  are 
furnished. 

ProPAC's  recommendation  for  payment  of  ASC- 
approved  surgical  procedures  and  radiology  ser- 
vices furnished  in  hospitals  incorporates  hospital 
costs  to  reflect  differences  between  hospitals  and 
other  ambulatory  care  providers.  These  rates 
should  also  be  adjusted  to  reflect  differences 
among  geographic  areas.  Payments  to  free-standing 
providers  and  physicians  are  now  adjusted  for  dif- 
ferences in  area  wages.  To  ensure  equity  among 
providers  located  in  various  areas  of  the  country,  as 
well  as  maintain  consistency  with  other  payment 
methods,  payments  for  hospital  outpatient  services 
should  also  account  for  variations  in  area  wage 
levels. 
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The  proportion  of  costs  attributed  to  labor  and 
the  mix  of  occupations  employed  differs  between 
the  outpatient  and  inpatient  settings.  Under  PPS, 
for  example,  7 1  percent  of  the  standardized  amount 
is  adjusted  for  the  cost  of  labor.  Conversely,  in 
free-standing  ASCs,  about  35  percent  of  the  rate  is 
labor  adjusted.  Therefore,  the  labor  share  and  the 
wage  index  used  for  inpatient  services  may  not  be 
appropriate  for  outpatient  services. 

If  the  labor  share  were  less  for  outpatient  ser- 
vices than  for  inpatient  services,  reimbursing  out- 
patient services  based  on  the  inpatient  labor  share 
would  tend  to  overpay  hospitals  in  higher  wage 
areas  (urban);  it  would  underpay  those  in  lower 
wage  areas  (rural).  In  addition,  the  over-adjustment 
would  tend  to  obscure  other  differences  in  outpa- 
tient costs  that  are  associated  with  an  urban 
location,  such  as  teaching  or  disproportionate  share 
status. 

Further,  if  the  mix  of  occupations  employed  in 
the  outpatient  setting  differed  from  the  overall 
facility  mix,  using  the  hospital  wage  index  for  an 
outpatient  payment  system  would  lead  to  inaccu- 
rate payments  for  outpatient  services.  The  com- 
plexity of  services  and  the  resulting  differences  in 
the  occupational  mix  in  inpatient  and  outpatient 
settings  may  vary  considerably.  The  Secretary 
should  undertake  research  to  determine  and  adjust 
for  the  appropriate  labor  share  for  outpatient  ser- 
vices, as  well  as  the  mix  of  occupations  employed 
in  outpatient  settings. 

Besides  variations  in  costs  due  to  geographic 
location,  costs  may  differ  among  hospital  groups. 
Under  PPS,  payment  adjustments  account  for  these 
differences.  The  need  for  additional  payment 
adjustments  for  hospital  groups,  such  as  those  to 
teaching,  disproportionate  share,  and  sole  commu- 
nity hospitals,  should  be  evaluated.  Preliminary 
analyses  indicate  that  average  hospital  costs  for 
radiology  and  ASC-approved  surgery  did  not  vary 
substantially  for  hospitals  with  teaching  or  dispro- 
portionate share  status.  These  costs  did,  however, 
appear  to  vary  by  hospital  size  and  geographic 
location.  Rural  hospitals  had  lower  costs  than  hos- 
pitals in  urban  areas,  and  larger  hospitals  had  lower 
costs  than  smaller  ones.  While  size  appears  to 
influence  costs,  multivariate  analysis  should  be 
conducted  to  consider,  simultaneously,  teaching, 
location,  disproportionate  share  status,  and  size. 


Once  these  analyses  are  complete,  the  need  for  and 
the  amount  of  adjustments  can  be  determined. 

Improving  Skilled  Nursing  Facility  Payment 
Policy 

OBPvA  1990  requires  the  Secretary  and  ProPAC  to 
report  on  a  prospective  payment  system  for  extended 
care  services  provided  in  skilled  nursing  facilities. 
The  Secretary  was  charged  with  developing  a  pro- 
posal to  modify  the  current  system  or,  alternatively, 
to  develop  a  proposal  to  pay  for  skilled  nursing  care 
on  the  basis  of  prospectively  determined  rates.  The 
Secretary  was  to  have  issued  the  report  by  September 
1,  1991,  but  has  not  yet  done  so. 

ProPAC  was  to  have  commented  on  the  Secre- 
tary's report  by  March  1,  1992.  Instead,  the  Com- 
mission is  issuing  a  background  report  on  skilled 
nursing  facility  payment  by  the  March  deadline, 
and  will  review  the  Secretary's  SNF  payment  pro- 
posal after  it  has  been  released.  The  following  rec- 
ommendation and  discussion  are  excerpted  from 
ProPAC 's  forthcoming  report. 

Recommendation  22:  Nursing  Facility  Wage 
Index 

The  Secretary  should  collect  data  on 
employee  compensation  and  paid  hours  of 
employment  for  nursing  facilities  that  care 
for  Medicare  SNF  patients.  Once  these  data 
become  available,  the  Secretary  should 
develop  a  nursing  facility  wage  index  and 
use  it  to  adjust  Medicare  SNF  payments. 

The  current  Medicare  SNF  payment  system  uses 
the  hospital  wage  index  to  adjust  payments.  Howev- 
er, there  is  evidence  to  suggest  that  geographic  dif- 
ferences in  the  unit  prices  of  labor  for  hospital 
employees  are  not  similar  to  those  for  employees  of 
nursing  facilities.  ProPAC  simulated  a  nursing  facili- 
ty wage  index  with  limited  data  and  found  signifi- 
cant differences  from  the  hospital  wage  index.  For 
example,  the  HCFA  hospital  wage  index  is  much 
lower  than  the  estimated  nursing  home  wage  index 
in  urban  areas  of  the  New  England  and  Mid- Atlantic 
states  and  higher  in  the  West  South  Central  region. 

These  indexes  may  differ  due  to  wide  variations  in 
state  regulations  affecting  nursing  homes.  Through 
their  certification  and  oversight  roles,  states  have  a 
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major  impact  on  the  costs  and  staffing  of  nursing 
facilities.  It  is  appropriate  for  Medicare  to  recognize 
these  differences  in  labor  costs  imposed  by  the  states. 
Increased  Federal  involvement  through  OBRA  1987 
may  reduce  variations  in  state  regulations  that  affect 
nursing  homes.  This  legislation  provides  for  far 
greater  Federal  oversight  of  nursing  homes.  OBRA 
1987  also  mandates  new  standards  for  quality  of  care 
in  these  facilities,  requirements  related  to  overall 
staffing,  and  minimum  training  for  nurse  aides. 

Another  potential  reason  for  the  failure  of  the 
hospital  wage  index  to  reflect  adequately  the  varia- 
tion in  skilled  nursing  facility  wages  is  the  skill 
mix  differences  between  hospitals  and  nursing 
facilities.  Nursing  facilities  employ  proportionately 
more  aides  than  hospitals.  In  addition,  the  relative 
level  of  aides'  salaries  compared  with  nurses' 
salaries  may  not  be  the  same  across  geographic 
areas.  The  hospital  wage  index  does  not  capture 
these  differences  in  the  mix  of  employees  and  in 
relative  wages. 

The  use  of  the  hospital  wage  index  under  the 
current  system  contributes  to  inequitable  Medicare 
SNF  payments  across  regions.  The  relationship  of 
payments  to  costs  varies  significantly  by  geograph- 
ic area.  For  example,  almost  half  of  the  facilities  in 
New  England  and  almost  a  third  of  those  in  the 
Mid-Atlantic  region  receive  less  than  85  percent  of 
their  costs.  This  compares  with  an  average  of  only 
15  percent  of  the  facilities  in  other  regions.  In  addi- 
tion, only  17  percent  of  the  facilities  in  New  Eng- 
land and  30  percent  in  the  Mid-Atlantic  region 
receive  100  percent  of  their  costs,  compared  with 
66  percent  of  the  facilities  in  the  West  South  Cen- 
tral region  and  50  percent  in  the  Pacific  region. 

Regardless  of  the  payment  method  for  nursing 
facilities  under  Medicare,  an  accurate  wage  index  is 
necessary  to  account  for  geographic  differences  in 
wages.  As  with  the  hospital  wage  index,  the  method 
used  to  collect  wage  and  hour  data  for  nursing  facili- 
ties should  be  prospective  and  incorporated  with  the 
current  Medicare  Cost  Report  to  maximize  the  con- 
sistency of  the  data  and  minimize  the  reporting  bur- 
den. Further,  the  Commission  suggests  that  the 
Secretary  phase  in  the  use  of  the  nursing  facility 
wage  index  to  allow  time  for  facilities  to  adjust. 

The  Commission  also  recognizes  that  collecting 
nursing  facility  wage  data  and  developing  an  index 


may  take  several  years  to  complete.  As  an  interim 
measure,  separate  cost  limits  could  be  developed 
for  each  geographic  region.  This  would  partially 
address  the  problems  associated  with  the  use  of  the 
hospital  wage  index. 

Recommendation  23:  Nursing  Facility  Case-Mix 
Adjustment 

The  Commission  believes  that  the  payment 
system  should  recognize  differences  in  the 
costs  of  care  for  different  types  of  patients. 
Therefore,  it  supports  the  Secretary's 
efforts  to  develop  and  implement  a  case- 
mix  adjustment  to  Medicare  SNF  payments 
under  the  Multistate  Nursing  Home  Case 
Mix  and  Quality  Demonstration.  If  the 
case-mix  adjustment  developed  under  the 
demonstration  proves  to  be  appropriate,  it 
should  be  implemented. 

Under  the  current  Medicare  SNF  payment 
method,  skilled  nursing  facilities  face  a  financial 
disincentive  to  admit  Medicare  patients,  especially 
those  who  require  the  most  care.  Medicare  benefi- 
ciaries are  often  sicker  and  require  more  nursing 
and  rehabilitative  care  than  other  SNF  patients.  The 
current  Medicare  method  of  cost  finding,  however, 
attributes  routine  costs  (including  nursing  care 
costs)  to  Medicare  on  the  basis  of  the  program's 
share  of  patient  days.  That  is,  Medicare  patients  and 
other  nursing  facility  patients  are  treated  as  if  they 
all  incurred  the  same  average  per  diem  cost  for  rou- 
tine care  services.  As  a  result.  Medicare's  share  of 
allowable  costs  tends  to  understate  the  true  costs  of 
caring  for  Medicare  patients.  Further,  this  discrep- 
ancy, and  the  related  financial  disincentive,  may  be 
especially  large  for  Medicare  beneficiaries  who 
require  more  than  average  care.  A  payment  adjust- 
ment that  explicitly  recognized  differences  in  cost 
for  different  types  of  patients  would  mitigate  the 
disincentive  to  admit  patients  who  require  more 
extensive  care. 

A  case-mix  index  is  being  developed  under  the 
Multistate  Nursing  Home  Case  Mix  and  Quality 
Demonstration.  This  demonstration,  which  is  being 
conducted  in  six  states,  will  use  the  index  for  Medi- 
care and  Medicaid  payment  and  evaluate  its  perfor- 
mance. If  the  case-mix  adjustment  developed  under 
the  demonstration  proves  to  be  appropriate,  it 
should  be  implemented. 


Appendixes 


Appendix  A.  Background  Material  and  Analyses 


Appendix  A  provides  background  material  and 
analyses  to  support  some  of  the  recommendations 
in  this  report.  This  appendix  includes  technical 
materials  on  the  components  of  the  prospective 
payment  system  (PPS)  update  framework:  the  PPS 
market  basket  forecast  and  adjustments,  the  discre- 
tionary adjustment  factor  (consisting  of  the  scien- 
tific and  technological  advancement  allowance  and 
the  productivity  improvement  adjustment),  and  the 


adjustment  for  case-mix  change.  Background  mate- 
rial on  the  update  for  PPS-excluded  hospitals  and 
distinct-part  units  is  also  presented.  Further  analy- 
sis supporting  Commission  decisionmaking  is 
available  through  the  Prospective  Payment  Assess- 
ment Commission's  Technical  Report  Series.  A 
complete  list  of  these  reports,  which  can  be 
obtained  by  contacting  the  Commission,  appears  in 
Appendix  B. 
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FISCAL  YEAR  1993  PPS  UPDATE 

The  Prospective  Payment  Assessment  Commis- 
sion (ProPAC)  annually  recommends  an  update  to 
the  payment  rates  under  Medicare's  prospective 
payment  system  (PPS).  This  recommendation  is 
based  on  a  framework  that  takes  into  account 
changes  in  the  costs  of  the  goods  and  services  used 
by  hospitals  in  providing  care  to  Medicare  patients, 


adjusted  for  changes  over  time  in  the  mix  of 
resources  used  and  the  types  of  patients  treated. 

In  the  first  two  years  of  prospective  payment,  the 
PPS  updates  were  approximately  equal  to  the 
increase  in  the  market  basket  index  (see  Table  A- 
1 ).  Partly  due  to  the  high  PPS  operating  margins 
observed  during  that  period,  the  updates  for  fiscal 
years  1986  through  1988  were  substantially  below 


Table  A-1 .   Comparison  of  Increases  in  Hospital  Market  Basket,  PPS  Updates,  and 
PPS  Payments  Per  Case,  Fiscal  Years  1984-1992  (In  Percent) 


Increase  in 

PPS  Update 

Increase  in 

Hospital 

ProPAC 

HCFA 

Actual 

PPS  Payments 

Fiscal  Year 

Market  Basket3 

Recommendation" 

Recommendation 

Update 

Per  Case0 

1984 

4.9% 

4.7% 

4.7% 

18.5% 

1985 

4.0 

4.5 

4.5 

10.3 

1986 

4.3 

1 .5% 

0.0 

0.5 

3.2 

1987 

3.7 

1.7 

0.5 

1.2 

5.0 

1988 

4.7 

2.3 

0.8 

1.5 

5.4 

Large  urban 

2.2 

0.8 

1.5 

Other  urban 

2.2 

0.8 

1.0 

Rural 

3.0 

0.8 

3.0 

1989 

5.4 

4.2 

2.7 

3.3 

5.7 

Large  urban 

4.1 

2.8 

3.4 

Other  urban 

4.1 

2.3 

2.9 

Rural 

4.9 

3.3 

3.9 

1990 

5.5 

4.1 

4.0 

4.7* 

7.0 

Large  urband 

4.2 

4.0 

4.4' 

Other  urban6 

3.7 

4.0 

3.7' 

Rural 

4.8 

4.0 

8.4' 

1991 

5.2 

4.7 

3.7 

3.4 

6.2 

Large  urban 

4.3 

3.5 

3.2 

Other  urban 

4.3 

3.5 

3.2 

Rural 

6.8 

5.2 

4.5 

1992 

4.4 

3.0 

3.0 

3.0 

5.5 

Large  urban 

2.8 

2.8 

2.8 

Other  urban 

2.8 

2.8 

2.8 

Rural 

3.8 

3.8 

3.8 

a  Based  on  data  available  when  final  PPS  rule  was  issued. 


Based  on  ProPAC's  annual  Report  and  Recommendations  to  the  Congress  and  market  basket  forecast  when  final  PPS  rule  was 
issued. 

c  Increases  for  1984  through  1989  based  on  data  from  Medicare  Cost  Reports,  which  correspond  to  hospital  cost  reporting  periods, 
rather  than  Federal  fiscal  years.  Increases  for  1990  through  1992  based  on  PPS  update  and  estimated  case-mix  index  increase. 

d  Large  urban  =  metropolitan  areas  with  populations  of  one  million  or  more. 

e  Other  urban  =  metropolitan  areas  with  populations  of  less  than  one  million. 

'  Actual  updates  for  fiscal  year  1990  adjusted  to  reflect  1.22  percent  across-the-board  reduction  in  DRG  weights. 
SOURCE:  ProPAC. 
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the  market  basket  index  increase,  ranging  from  0.5 
percent  to  1 .5  percent.  Since  then,  the  updates  have 
been  higher,  but  still  below  the  market  basket 
increase. 

The  actual  increases  in  PPS  payments  per  case, 
however,  have  in  each  year  been  substantially  high- 
er than  the  PPS  updates.  This  is  largely  due  to 
increases  in  the  Medicare  case-mix  index  (CMI), 
which  measures  the  distribution  of  cases  across 
diagnosis-related  groups  (DRGs)  and  is  proportion- 
al to  payment.  In  addition,  a  number  of  policy 
changes  implemented  since  PPS  began  have  affect- 
ed the  level  (as  well  as  the  distribution)  of  pay- 
ments. Except  for  fiscal  year  1986,  the  increase  in 
PPS  payments  per  case  has  been  greater  than  the 
market  basket  increase  in  every  year. 

As  a  result,  although  the  cumulative  PPS  update 
has  been  about  30  percent — only  three-fifths  as  large 
as  the  increase  in  the  market  basket  index — actual 
PPS  payments  per  case  have  increased  by  almost  90 
percent  (see  Figure  A-l).  Similarly,  although  the 
Commission's  PPS  update  recommendation  for  fis- 
cal year  1993  is  below  the  forecasted  market  basket 
increase,  actual  PPS  payments  per  case  are  expected 
to  rise  faster  than  the  market  basket  index. 

The  increase  in  the  market  basket,  the  discre- 
tionary adjustment  factor  (DAF),  and  case-mix 

Figure  A-1.  Cumulative  Increase  in  PPS 
Market  Basket  Index, 
Payment  Rates,  and 
Payments  Per  Case,  Fiscal 
Years  1984-1992  (In  Percent) 

100  t  1 


1984  1985  1986  1987  1988  1989  1990  1991  1992 


-•-  Payments  per  case     -♦-  Market  basket 

Payment  rates 
SOURCE:  ProPAC. 


change  are  the  three  major  components  of  the 
Commission's  update  framework.  Each  of  these  is 
described  in  more  detail  below. 


Market  Basket  Index  Increase 

The  PPS  hospital  market  basket  index  measures 
the  prices  of  the  goods  and  services  used  as  inputs 
by  hospitals  in  providing  inpatient  care.  As  hospital 
input  prices  rise,  the  costs  of  providing  the  same 
care  in  the  same  way  rise  proportionally.  The  pro- 
jected change  in  the  market  basket  index  is  thus  an 
integral  component  of  ProPAC 's  PPS  update  rec- 
ommendation. 

The  market  basket  consists  of  28  components 
reflecting  the  full  range  of  goods  and  services  that 
hospitals  purchase.  Each  component  has  a  weight 
that  represents  its  proportion  of  total  hospital 
expenses.  Because  data  are  not  available  on  actual 
changes  in  individual  prices,  the  price  change  for 
each  component  is  measured  by  a  proxy.  All  but 
one  of  the  price  proxies  used  in  the  market  basket 
are  based  on  indexes  published  by  the  Bureau  of 
Labor  Statistics. 

Fiscal  Year  1993  PPS  Market  Basket  Fore- 

cast-The  forecasted  value  for  each  price  proxy  is 
derived  from  a  complex  statistical  model  that  is 
based  on  past  and  current  economic  information. 
Since  1979,  Data  Resources,  Inc.  (DRI)  has  been 
under  contract  to  the  Health  Care  Financing  Admin- 
istration (HCFA)  to  forecast  changes  in  the  hospital 
market  basket.  HCFA  uses  these  forecasts  to  update 
the  PPS  payment  rates.  ProPAC  has  also  used  them 
in  making  its  annual  update  recommendation. 

DRI  updates  its  PPS  market  basket  forecasts 
every  three  months.  ProPAC  uses  the  most  recently 
available  forecast  in  making  its  update  recommen- 
dation. The  market  basket  forecast  included  in  this 
report  was  prepared  in  December  1991.  This  fore- 
cast indicates  that  the  fiscal  year  1993  increase  in 
HCFAs  PPS  hospital  market  basket  index  will  be 
4.5  percent. 

Adjustment  for  Difference  Between  HCFA 
and  ProPAC  Market  Baskets-In  1989  and  1990, 
the  Commission  recommended  changing  certain 
aspects  of  the  PPS  market  basket.  This  recommen- 
dation focused  on  how  changes  in  employee  wages 
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and  benefits  should  be  measured,  dealing  specifi- 
cally with  market  basket  wage  and  benefit  proxies. 

HCFA  accepted  many  of  ProPAC's  recommen- 
dations concerning  the  hospital  market  basket  when 
it  rebased  the  market  basket  in  1990.  However, 
HCFA  did  not  adopt  the  Commission's  position  on 
changes  to  the  way  that  hospital  industry  wages 
and  benefits  are  measured  and  treated  in  the  market 
basket. 

ProPAC's  version  of  the  market  basket  accords 
greater  weight  to  the  internal  hospital  industry 
wage  proxy.  The  net  effect  is  that  internal  wages 
make  up  only  about  30  percent  of  the  wage  portion 
of  the  HCFA  market  basket,  compared  with  50 
percent  in  the  ProPAC  version.  Further,  the  Com- 
mission believes  that  the  proxies  used  by  HCFA 
generally  understate  how  much  changes  in  profes- 
sional and  technical  workers'  wages  affect  the  mar- 
ket basket  index. 

Because  of  these  differences,  the  index  based  on 
ProPAC's  version  of  the  market  basket  generally 
differs  from  the  index  based  on  HCFA's  version. 
The  fiscal  year  1993  forecasted  increase  in 
ProPAC's  market  basket  index  is  4.7  percent,  com- 
pared with  4.5  percent  for  HCFA's  version.  To 
reflect  this  difference,  the  Commission  has  includ- 
ed an  upward  adjustment  of  0.2  percentage  points 
in  its  recommended  PPS  update. 

Correction  for  Fiscal  Year  1991  Forecast 
Error-There  may  be  substantial  discrepancies 
between  the  forecasted  increase  in  the  market  bas- 
ket index  and  its  actual  value  in  any  given  year. 
That  is  because  for  each  year,  the  market  basket 
index  forecast  is  based  on  data  available  before  the 
year  begins.  Changes  in  world  events  (such  as  the 
war  in  the  Persian  Gulf),  national  economic  condi- 
tions (such  as  the  current  sustained  recession),  or 
even  sector-specific  behavior  (such  as  the  nursing 
shortage  of  a  few  years  ago)  may  result  in  unantici- 
pated price  fluctuations  that  can  have  considerable 
effects  on  the  hospital  market  basket. 

The  Commission  historically  has  examined  past 
forecast  errors  in  determining  its  PPS  update  rec- 
ommendations. Substantial  discrepancies  between 
forecasted  and  actual  increases  in  the  market  basket 
index  can  result  in  large  overpayment  or  underpay- 
ment to  hospitals  under  PPS.  For  example,  the  PPS 


update  in  fiscal  year  1990  was  based  on  a  forecast- 
ed increase  of  5.5  percent,  while  the  actual  increase 
was  only  4.5  percent;  hospitals  thus  received  an 
update  that  was  1.0  percentage  points  (equivalent 
to  about  $500  million  in  payments)  higher  than  jus- 
tified by  the  actual  increase  in  the  prices  of  the 
goods  and  services  they  use. 

In  the  case  of  substantial  forecast  errors  (that  is, 
errors  of  0.25  percentage  points  or  more),  ProPAC 
includes  an  adjustment  to  its  recommended  PPS 
update.  This  adjustment  is  intended  to  remove  the 
effects  of  these  forecast  errors  from  the  PPS  pay- 
ment base.  The  adjustment  is  determined  using  data 
on  the  actual  increase  in  the  market  basket  index 
for  each  year,  available  at  the  end  of  that  year. 
Because  of  the  timing  of  these  data,  market  basket 
forecast  errors  are  corrected  with  a  two-year  lag. 
For  example,  the  Commission  reduced  its  fiscal 
year  1992  update  recommendation  by  1.0  percent- 
age points  to  account  for  the  fiscal  year  1990  fore- 
cast error. 

The  forecasted  market  basket  increase  used  to 
calculate  the  update  factor  for  the  fiscal  year  1991 
PPS  payment  rates  was  5.2  percent.  The  actual 
increase  in  the  fiscal  year  1991  market  basket, 
however,  was  only  4.4  percent.  To  account  for  this 
discrepancy,  ProPAC's  1993  update  recommenda- 
tion includes  a  market  basket  forecast  error  correc- 
tion factor  of  -0.8  percentage  points. 

The  largest  contributor  to  the  fiscal  year  1991 
forecast  error  was  wages  and  salaries,  which 
increased  by  a  substantially  smaller  percentage 
than  predicted.  The  forecast  error  for  this  compo- 
nent of  the  market  basket  index  accounted  for 
about  half  of  the  total  forecast  error  (-0.4  percent- 
age points).  Forecast  errors  in  pharmaceutical 
prices  for  fiscal  year  1991  accounted  for  about  one- 
eighth  of  the  total  error  (-0.1  percentage  points). 
Other  significant  contributors  to  the  forecast  error 
were  prices  for  food,  business  products,  and  com- 
puter services,  all  of  which  increased  by  less  than 
was  forecasted  for  fiscal  year  1991. 

Discretionary  Adjustment  Factor 

The  discretionary  adjustment  factor  is  composed 
of  the  scientific  and  technological  advancement 
(S&TA)  allowance  and  the  productivity  improve- 
ment adjustment.  While  the  market  basket  index 
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measures  the  prices  of  goods  and  services  used  dur- 
ing a  typical  hospital  stay,  the  components  of  the 
DAF  reflect  changes  over  time  in  the  mix  of 
resources  used  during  a  stay.  In  general,  the  S&TA 
allowance  accounts  for  the  spread  of  new  technolo- 
gy that  may  increase  costs,  whereas  productivity 
accounts  for  changes  in  resource  use  that  may 
decrease  costs.  Both  components  of  the  DAF  are 
future-oriented  policy  targets. 

The  S&TA  allowance  provides  additional  funds 
for  hospitals  to  adopt  quality-enhancing,  cost- 
increasing  health  care  advances.  It  represents  the 
Commission's  judgment  about  the  level  of  financ- 
ing required  for  these  advances  in  the  upcoming 
fiscal  year.  To  arrive  at  a  more  informed  judgment 
on  the  appropriate  level  of  this  allowance,  ProPAC 
sponsored  a  study  by  the  Project  HOPE  Center  for 
the  Study  of  Health  Affairs.  Project  HOPE  devel- 
oped estimates  of  the  incremental  effect  on  Medi- 
care operating  costs  of  rapidly  diffusing  major 
technologies  in  fiscal  year  1993. 

The  productivity  adjustment  is  intended  to  pro- 
vide a  financial  incentive  to  encourage  continued 
improvement  in  hospital  productivity,  either  from 
the  more  efficient  use  of  existing  inputs  or  from  the 
adoption  of  cost-decreasing  technologies.  Each 
year,  ProPAC  sets  a  target  for  the  amount  of  pro- 
ductivity improvement  that  it  believes  is  reasonable 
to  expect  hospitals  to  attain  in  the  coming  year.  A 
negative  adjustment  is  then  made  to  ProPACs  PPS 
update  recommendation  to  reflect  the  Commis- 
sion's determination  that  the  Medicare  program  and 
the  hospital  industry  should  share  in  the  savings 
resulting  from  productivity  increases.  To  aid  in  set- 
ting an  appropriate  target  for  productivity  improve- 
ment, ProPAC  conducts  an  ongoing  analysis  of 
trends  in  hospital  productivity. 

Scientific  and  Technological  Advancement- 

The  material  in  this  section  summarizes  the 
methodology,  limitations,  and  results  of  Project 
HOPE'S  study  for  ProPAC  of  the  costs  of  major 
new  technologies  in  fiscal  year  1993. 

Concepts  and  Study  Methodology-The  S&TA 
allowance  is  based  on  estimates  of  the  incremental 
costs  of  care  attributable  to  quality-enhancing, 
cost-increasing  applications  of  diffusing  technolo- 
gies. The  Project  HOPE  study  distinguishes 
between  existing  cases  and  new  cases.  Only  the 


costs  associated  with  existing  cases  are  included  in 
the  allowance.  These  are  admissions  that  would 
have  occurred  even  if  a  new  technology  were  not 
available.  The  costs  associated  with  new  cases,  or 
patients  admitted  solely  because  a  new  technology 
is  available,  are  not  included  because  they  generate 
a  full  payment.  In  addition,  other  costs  associated 
with  increases  in  case  complexity  due  to  the  use  of 
new  technologies  are  accounted  for  in  the  case-mix 
change  component  of  the  update  factor. 

The  primary  sources  of  information  for  the 
Project  HOPE  study  were  the  medical  and  health 
policy  literature,  telephone  interviews  with  medical 
and  industry  experts,  and  consultations  with  tech- 
nology experts.  Project  HOPE  estimated  the  impact 
on  fiscal  year  1993  Medicare  costs  using  projec- 
tions of  the  number  of  existing  cases  and  the  incre- 
mental operating  costs  per  case  associated  with 
each  technology. 

All  of  the  technologies  included  in  Project 
HOPE'S  estimate  were  required  to  meet  four  crite- 
ria. First,  technologies  were  included  only  if  they 
were  thought  to  have  a  significant  effect  on  Medi- 
care operating  costs.  Second,  only  technologies  that 
were  at  least  5  percent  diffused  in  the  Medicare 
population  were  included.  Third,  these  technolo- 
gies could  be  no  more  than  75  percent  diffused  in 
the  Medicare  population.  Fourth,  each  technology 
had  to  be  considered  safe  and  effective. 

Limitations-The  study  estimates  are  subject  to 
several  limitations.  In  the  first  place,  they  do  not 
capture  all  of  the  costs  relevant  to  the  S&TA 
allowance.  For  example,  costs  from  improvements 
in  widely  diffused  technologies  and  the  adoption 
of  low-cost  technologies  are  not  included.  Fur- 
thermore, the  estimates  reflect  only  technologies 
adopted  systemwide  and  are  based  on  projections 
of  costs  and  future  rates  of  adoption  and  use. 
Finally,  the  estimates  do  not  account  for  offsetting 
changes  in  revenue  due  to  changes  in  DRG 
assignments.  Despite  these  limitations,  the  Com- 
mission has  found  this  technology-specific 
approach  useful  for  deriving  more  informed  esti- 
mates of  the  costs  of  scientific  and  technological 
advances. 

Study  Results-Project  HOPE  identified  18  cost- 
increasing,  quality-enhancing  technologies  for  inclu- 
sion in  the  study  (see  Table  A-2).  The  estimated 
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Table  A-2.  Estimated  Impact  of  Cost-Increasing  Technologies  for  PPS  Hospitals, 
Fiscal  Year  1993 


Technology 


Monoclonal  antibodies 

Percutaneous  transluminal  coronary  angioplasty 
Computers  (advances) 

Automatic  implantable  cardioverter  defibrillators 

Lead  replacements 
Single  photon  emission  computed  tomography 
Thrombolytic  therapy 
Low  osmolar/nonionic  contrast  agents 
Ultrasound  (advances) 
Electrophysiologic  studies 
Positron  emission  tomography 
Percutaneous  transluminal  angioplasty 
Pacemakers  (advances) 
Computed  tomography  (advances) 
Implantable  infusion  pumps 
Atherectomy 

Magnetic  resonance  imaging 
Stereotactic  radiosurgery 
Cytomegalovirus  immune  globulin 
Total 

SOURCE:  Project  HOPE  under  contract  to  ProPAC. 

incremental  impact  of  these  technologies  on  inpa- 
tient operating  costs  is  between  $429  million  and 
$635  million,  with  a  best  estimate  of  $532  million. 
Based  on  the  best  estimate  of  incremental  costs  in 
fiscal  year  1993,  Medicare  inpatient  operating  pay- 
ments would  have  to  increase  by  about  0.9  percent 
to  account  for  these  costs. 

Monoclonal  antibodies,  advances  in  computer 
technology,  and  automatic  implantable  cardiovas- 
cular defibrillators  are  expected  to  have  the  largest 
impact  on  costs.  These  three  technologies  com- 
bined account  for  more  than  two-thirds  of  the  total 
estimate. 

The  estimated  cost  impact  of  new  technologies 
in  fiscal  year  1993  is  slightly  larger  than  the  esti- 
mates obtained  in  the  two  previous  years.  Project 
HOPE'S  estimates  for  both  fiscal  years  1991  and 
1992  were  0.7  percent.  The  Commission's  S&TA 
allowance  for  fiscal  year  1992  was  0.7  percentage 
points,  equaling  the  Project  HOPE  estimate.  In  its 
update  recommendation  for  fiscal  year  1991, 
ProPAC  did  not  specify  a  separate  S&TA 
allowance.  Instead,  the  Commission  determined 
that  the  combination  of  the  two  DAF  components 


Estimated  Amount  (In  Millions) 


Low 

High 

Best 

$180.0 

$225.0 

$202.5 

62.6 

82.5 

72.6 

47.0 

86.6 

66.8 

47.5 

59.5 

53.5 

4.2 

8.6 

6.4 

4.6 

54.3 

29.4 

21.5 

21 .5 

21.5 

13.7 

23.0 

18.4 

10.8 

18.4 

14.6 

8.3 

13.8 

11.1 

10.0 

11.4 

10.7 

5.1 

9.0 

7.1 

5.0 

5.2 

5.1 

1.8 

5.8 

3.8 

2.7 

4.5 

3.6 

1.9 

1.9 

1.9 

1.0 

2.1 

1.5 

0.4 

1.3 

0.8 

0.5 

0.8 

0.6 

428.6 

635.2 

531.9 

(S&TA  and  productivity)  should  balance  each  other 
out,  resulting  in  a  DAF  of  zero  (see  the  discussion 
below). 

Based  on  the  results  of  the  Project  HOPE  analy- 
sis and  the  tendency  of  the  study  methodology  to 
understate  the  effect  of  cost-increasing  technolo- 
gies, the  Commission's  S&TA  allowance  for  fiscal 
year  1993  is  1.0  percent. 

Productivity  Change-This  section  summarizes 
the  methodology,  limitations,  and  results  of 
ProPAC's  analysis  of  hospital  productivity  change 
over  the  1984  through  1990  period. 

Concepts  and  Study  Methodology-Productivity 
is  generally  defined  as  the  ratio  of  outputs  (goods 
and  services  produced)  to  inputs  (goods  and  ser- 
vices used  in  production).  Increased  productivity 
implies  that  the  hospital  is  either  producing  more 
output  with  the  same  resources,  or  the  same  output 
with  fewer  resources. 

ProPAC  has  traditionally  focused  on  labor  inputs 
because  capital  payments  have  been  left  out  of  the 
Medicare  DRG  payments,  and  labor  is  responsible 
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for  more  than  half  of  all  costs  other  than  capital.  In 
its  current  analysis,  the  Commission  has  added  a 
measure  of  supply  and  service  inputs  (covering  all 
non-capital,  non-labor  items),  as  well  as  a  compos- 
ite input  measure  for  both  labor  and  supply/service 
inputs.  Because  capital  expenses  are  being  paid  on 
a  prospective  basis  beginning  in  fiscal  year  1992,  a 
capital  productivity  measure  is  under  development. 

ProPAC's  labor  measure  is  the  number  of  full- 
time  equivalent  (FTE)  employees,  with  an  adjust- 
ment for  skill-mix  change  in  the  hospital  work  force. 
This  adjustment  uses  average  wage-level  weights, 
obtained  primarily  from  Bureau  of  Labor  Statistics 
surveys,  to  translate  shifts  among  personnel  classes 
into  FTE  changes.  The  supply  and  service  measure 
is  based  on  the  overall  cost  of  these  inputs,  with  an 
adjustment  to  remove  the  effects  of  annual  price 
increases.  The  price  changes  are  represented  by  a 
composite  of  the  index  values  for  all  non-labor/non- 
capital components  of  the  Health  Care  Financing 
Administration's  PPS  market  basket. 

The  Commission  defines  hospital  output  as  the 
number  of  admissions,  with  adjustments  for  real 
case-mix  change  and  outpatient  activity.  The  result- 
ing productivity  measure  of  FTEs  per  adjusted 
admission  implicitly  assumes  that  hospital  services 
are  inputs  contributing  to  the  final  output,  a  com- 
pleted admission.  The  data  used  for  the  case-mix 
change  adjustment  are  ProPAC  estimates,  as  dis- 
cussed in  the  next  section  of  this  appendix. 

The  Commission  has  developed  two  additional 
measures  that  permit  the  changes  in  aggregate  pro- 
ductivity to  be  examined  in  more  detail.  The  first 
measure,  which  ProPAC  calls  intermediate  produc- 
tivity, provides  information  regarding  the  efficien- 
cy of  hospitals  in  producing  intermediate  services 
(laboratory  tests,  surgeries,  days  of  nursing  care, 
and  so  forth). 

The  second  measure  examines  changes  in  the 
number  and  type  of  intermediate  services  that  hos- 
pitals produce,  after  controlling  for  changes  in  the 
complexity  of  patients  treated.  These  case-mix  con- 
stant service  increases  can  be  reflected  in  longer 
lengths  of  stay,  greater  use  of  existing  technology, 
or  the  adoption  of  expensive  new  technology  to 
provide  service  add-ons  or  substitute  for  less  com- 
plex procedures. 


For  the  intermediate  productivity  and  intensity  of 
service  measures,  the  relative  value  of  the  various 
service  units  hospitals  produce  was  measured  by 
their  posted  charges,  with  an  adjustment  to  remove 
the  effects  of  year-to-year  price  changes.  Hospital 
price  changes  were  represented  by  the  hospitals 
and  related  services  component  of  the  Consumer 
Price  Index  (CPI). 

All  other  data  used  for  the  study,  which  includes 
the  number  of  hospital  admissions,  FTEs,  costs, 
and  charges,  were  obtained  from  the  American 
Hospital  Association  (AHA)  Annual  Survey. 

Limitations-Tht  Commission's  productivity 
measurements  are  subject  to  several  limitations. 
The  Commission  has  taken  these  limitations  into 
account  in  assessing  the  industry  productivity  trend 
and  forming  expectations  for  future  productivity 
performance. 

An  important  conceptual  problem  with  the  anal- 
ysis is  that  it  is  impossible  to  account  fully  for 
quality  enhancements  in  the  hospital  product.  This 
problem  is  not  unique,  however.  Virtually  all  pro- 
ductivity analyses  suffer  from  the  inability  to  mea- 
sure quality  improvements. 

A  constraint  on  the  accuracy  of  the  data  on  FTEs 
is  that  the  AHA  Annual  Survey  reports  FTEs 
employed  on  the  last  day  of  the  year.  This  is  not 
necessarily  an  accurate  reflection  of  the  labor  hours 
used  throughout  the  year. 

Using  the  Commission's  real  case-mix  change 
estimates  to  adjust  admissions  required  that  Medi- 
care data  be  extrapolated  to  the  entire  population. 
No  information  is  available  to  test  the  validity  of  the 
assumption  that  case-mix  change  has  been  compa- 
rable for  the  over-65  and  under-65  populations. 

The  accuracy  of  ProPAC's  intermediate  produc- 
tivity and  intensity  of  service  measures  depends  on 
two  factors.  The  first  is  how  well  hospital  charges 
reflect  the  costs  of  individual  service  units.  System- 
atic differences  in  hospitals'  service  mark-ups  may 
create  a  bias,  although  the  effect  of  this  bias  is  mini- 
mized by  the  fact  that  the  analysis  addresses  only  the 
change  in  hospital  output.  The  extent  of  the  problem 
is  unknown,  just  as  the  effect  of  differential  pricing 
on  the  charge-based  DRG  weights  is  unknown. 
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The  second  factor  is  how  well  the  hospital  com- 
ponent of  the  CPI  reflects  hospital  price  increases. 
A  favorable  feature  of  the  hospital  CPI  for  this 
analysis  is  that  it  is  based  on  the  same  data  source 
as  total  charges:  hospitals'  posted  prices.  In  addi- 
tion, a  broad  array  of  hospital  services  is  represent- 
ed in  the  index  using  a  random  selection  technique 
that  ensures  representativeness.  Finally,  the  weights 
used  for  aggregating  the  price  increases  of  individ- 
ual service  units  are  updated  regularly. 

Study  Results-The  number  of  FTEs  employed  by 
PPS  hospitals  rose  by  more  than  110,000  in  1990,  a 
3.2  percent  increase  (see  Figure  A-2).  In  1989,  the 
increase  was  slightly  smaller  at  3.0  percent. 
Expanded  patient  volume  was  responsible  for  only 
a  0.5  percent  increase  in  FTEs  in  1989,  about  one- 
sixth  of  the  total.  But  it  would  have  required  a  2.2 
percent  FTE  increase  in  1990,  which  was  over  two- 
thirds  of  the  total.  Real  case-mix  change,  on  the 
other  hand,  had  a  significant  influence  on  labor 
requirements  in  both  years. 

In  1989,  aggregate  labor  productivity  declined 
by  0.7  percent,  which  means  that  the  industry 
added  nearly  26,000  more  employees  than  can 
be  justified  by  the  increase  in  the  number  and 

Figure  A-2.  Factors  Explaining  Changes 
in  Hospital  Labor 
Requirements  (In  Percent) 


Adjusted     Case  Mix    Aggregate  FTE 
Admissions*  Labor  Employees 

Productivity 

■  1989       s  1990 
'Adjusted  for  outpatient  activity. 

Note:  The  change  in  adjusted  admissions,  case  mix,  and 

aggregate  productivity  sum  to  the  total  change  in  FTEs, 
except  as  affected  by  rounding. 

SOURCE:  ProPAC  estimates  (for  case-mix  adjustment)  and 
the  American  Hospital  Association  Annual  Survey. 


complexity  of  cases.  However,  aided  by  the  larger 
increase  in  volume,  almost  all  of  which  was  in  the 
form  of  added  outpatient  services,  aggregate  pro- 
ductivity increased  by  0.6  percent  in  1990. 

As  part  of  the  initial  response  to  prospective 
payment,  hospitals  reduced  their  intensity  of  ser- 
vices significantly,  with  most  of  the  reduction  tak- 
ing the  form  of  a  decline  in  length  of  stay  (see 
Table  A-3).  Intensity  growth  resumed  after  the 
first  two  years  of  PPS,  however,  rising  by  about 
2.5  percent  in  both  1986  and  1987.  Since  then,  the 
industry  has  succeeded  in  steadily  scaling  back  the 
size  of  its  intensity  increases,  to  1.6  percent  in 
1988,  to  0.8  percent  in  1989,  and  finally  to  zero  in 
1990. 

The  significant  reduction  in  intensity  growth, 
coupled  with  at  least  modest  intermediate  produc- 
tivity gains  in  each  year,  would  be  expected  to 
have  an  impact  on  overall  cost  growth.  This  was 
not  observed  in  1988  and  1989,  because  the  sav- 
ings were  offset  by  greater  input  price  increases. 
These  included  higher  salary  increases  reflecting 
the  nursing  shortage,  as  well  as  higher  inflation  for 
some  supplies  and  services  hospitals  must  pur- 
chase. But  in  1990,  the  unchanged  intensity  of  ser- 
vices contributed  to  a  reduction  in  the  rate  of 
hospital  cost  increase  to  7.9  percent,  a  full  percent- 
age point  lower  than  the  average  of  the  four  previ- 
ous years. 

After  PPS  was  implemented,  aggregate  labor 
productivity  improved  for  two  years,  declined  for 
two  years,  and  then  has  varied  within  a  fairly  nar- 
row range  for  the  last  three  years  (see  Figure  A-3). 
Cumulatively  over  this  seven-year  period,  labor 
productivity  has  improved  by  about  1  percent.  Sup- 
ply and  service  productivity,  conversely,  has 
declined  sharply,  although  the  pattern  by  year  is 
similar  to  that  of  labor  productivity.  The  decline 
was  moderate  in  the  first  two  years  after  PPS 
began,  substantial  in  the  next  two  years,  and  then 
fairly  small  in  the  last  three  years.  Cumulatively, 
supply  and  service  productivity  has  dropped  by 
more  than  21  percent.  When  the  labor  and 
supply/service  inputs  are  combined,  the  cumulative 
reduction  in  productivity  is  about  1 1  percent. 

As  for  supply  and  service  inputs,  there  are  at 
least  three  reasons  why  hospital  performance  wors- 
ened. First,  hospitals  have  substituted  supply  items 
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Table  A-3.  Change  in  Aggregate  Labor  Productivity,  1984-1990  (In  Percent) 


Intermediate 

Case-Mix 

Aggregate 

Operating  Cost 

Year 

Productivity3 

Constant  Intensity 

Productivity" 

Per  Admission0 

1984 

0.1% 

-2.6% 

2.7% 

6.6% 

1985 

-1.6 

-2.2 

0.6 

7.6 

1986 

1.5 

2.4 

-1.0 

8.5 

1987 

0.8 

2.5 

-1.7 

8.9 

1988 

2.0 

1.6 

0.4 

9.3 

1989 

0.2 

0.8 

-0.7 

8.8 

1990 

0.6 

0.0 

0.6 

7.9 

a  Defined  as  service  output  per  FTE. 


Defined  as  real  case-mix  adjusted  admissions  per  FTE,  with  admissions  adjusted  for  outpatient  activity. 
c  Excludes  capital  costs;  admissions  adjusted  for  outpatient  activity. 

Note:  Change  in  intermediate  productivity  minus  change  in  intensity  of  services  equals  change  in  aggregate  productivity,  although  this 
relationship  may  not  be  exact  due  to  rounding. 

SOURCE:  ProPAC  (for  the  real  case-mix  change  adjustment),  the  hospitals  and  related  institutions  component  of  the  CPI  (for  the 
measure  of  service  output),  and  the  American  Hospital  Association  Annual  Survey. 


for  labor  in  the  production  of  patient  care  services. 
Examples  are  increased  use  of  prepackaged  phar- 
maceuticals, which  reduces  pharmacy  labor 
requirements,  and  greater  use  of  disposable  sup- 
plies, which  reduces  the  need  for  labor  intensive 
sterilizing. 

Figure  A-3.  Cumulative  Change  in 
Aggregate  Productivity: 
Labor,  Supplies/Services,  and 
Combined,  1983-1990 
(In  Percent) 


 ».  »  .  < 

— — 

X. 

1983     1984     1985     1986     1987     1988     1989  1990 


Year 

•    Labor      -♦-  Combined  Supplies/Services 

Note:  Aggregate  productivity  defined  as  the  ratio  of  admissions 
either  to  FTE  employees  or  to  supplies/services  inputs. 
Admissions  adjusted  for  outpatient  activity  and  real 
case-mix  change,  and  FTEs  adjusted  for  skill-mix  change. 

SOURCE:  ProPAC  estimates  (for  case-mix  adjustment),  HCFA 
market  basket  components  (for  supplies/services 
productivity  measurements),  and  the  American 
Hospital  Association  Annual  Survey. 


The  second  reason  for  lower  supply/service  pro- 
ductivity is  that  hospitals  have  substantially 
expanded  their  use  of  items  such  as  surgical  gloves 
and  double-wrapped  specimen  containers  for  con- 
trolling the  spread  of  AIDS  and  other  infectious 
diseases.  Since  these  items  can  be  considered  quali- 
ty enhancing,  the  effects  of  their  increased  usage 
would  ideally  be  separated  out  to  avoid  overstate- 
ment of  the  measured  productivity  decline.  Howev- 
er, this  was  not  possible  with  the  available  data. 

Finally,  contract  labor  is  counted  as  a  supply  and 
service  input,  rather  than  as  labor,  in  the  AHA 
Annual  Survey  data  used  for  the  study.  Since  the 
use  of  contract  labor  probably  increased  signifi- 
cantly over  the  analysis  period,  this  allocation  has 
presumably  caused  an  understatement  of  supply 
and  service  productivity  and  an  overstatement  of 
labor  productivity.  The  combined  productivity 
measurement,  however,  should  not  be  affected. 

The  Commission's  Decision  on  the  DAF-The 

Commission  believes  that  hospitals  should  be 
expected  to  strive  for  greater  productivity,  consis- 
tent with  the  incentives  provided  by  PPS.  More- 
over, the  higher  cost  of  technological  advances 
should  be  offset  by  the  savings  that  should  result 
from  such  productivity  increases.  In  this  way,  the 
Medicare  program  can  share  in  these  savings  with 
the  hospital  industry. 

ProPAC  has  concluded  that  a  positive  S&TA 
allowance  of  1 .0  percent  is  necessary  to  reflect  the 
estimated  increase  in  costs  associated  with  the 
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adoption  of  quality-enhancing  technologies  in  fiscal 
year  1993.  The  Commission  has  also  determined 
that  it  is  reasonable  to  expect  hospitals  to  increase 
productivity  by  2.0  percent  in  fiscal  year  1993, 
which  is  comparable  to  the  increase  in  other  sectors 
of  the  economy.  ProPAC's  negative  productivity 
adjustment  of  1.0  percent  would  allow  the  Medicare 
program  and  the  hospital  industry  to  share  equally 
in  the  savings  resulting  from  this  productivity 
increase. 

These  two  adjustments  net  to  a  DAF  of  zero, 
with  the  higher  costs  associated  with  scientific  and 
technological  advancement  exactly  offset  by  the 
savings  that  should  result  from  increased  hospital 
productivity. 

Adjustment  for  Case-Mix  Change 

The  Medicare  case-mix  index  is  the  average 
DRG  weight  for  all  cases  paid  under  PPS.  Because 
the  DRG  weight  determines  the  PPS  payment  for 
each  case,  any  increase  in  the  CMI  corresponds  to 
an  equal  percentage  increase  in  hospital  payments. 
The  CMI  may  increase  because  of  real  case-mix 
change  or  because  of  upcoding.  Real  case-mix 
change  is  defined  as  changes  in  patient  resource 
requirements  caused  by  changes  in  the  mix  of 
patients  or  their  treatments.  Upcoding  is  defined  as 
changes  in  medical  record  documentation  or  coding 
practices  that  result  in  assignment  of  cases  to  higher- 
weighted  DRGs. 

The  Commission  makes  a  case-mix  adjustment 
to  the  annual  update  factor  for  two  reasons.  On  the 
one  hand,  upcoding  results  in  a  higher  CMI,  but 
does  not  reflect  changes  in  patient  resource  require- 
ments. Therefore,  it  is  not  appropriate  for  hospital 
base  payment  rates  to  reflect  this  portion  of  CMI 
change.  On  the  other  hand,  the  CMI  does  not 
entirely  capture  changes  in  resource  requirements 
resulting  from  increases  in  case  complexity  within 
DRGs.  ProPAC  believes  that  hospitals  should  be 
compensated  for  this  unmeasured  portion  of  real 
case-mix  change,  referred  to  as  within-DRG  case- 
complexity  change. 

For  several  years,  the  Commission  has  been 
working  to  develop  better  methods  of  measuring 
the  components  of  case-mix  change.  This  has 
been  difficult  because  real  changes  in  case  mix 
generally  are  indistinguishable  from  upcoding. 


The  task  is  complicated  further  because  a  study 
previously  used  to  estimate  the  effect  of  upcoding 
was  discontinued  in  1990  due  to  data  limitations. 
Therefore,  the  case-mix  change  recommendation 
is  largely  based  on  the  analysis  of  past  data  and 
the  Commission's  judgment. 

The  Commission's  case-mix  change  adjustment 
consists  of  three  components: 

•  An  estimate  of  total  CMI  change  in  the  year 
prior  to  the  update  (for  example,  fiscal  year 
1992  for  the  fiscal  year  1993  update)  is  sub- 
tracted from  the  update  factor; 

•  A  positive  adjustment  is  made  for  the  portion 
of  the  CMI  increase  that  reflects  real  across- 
DRG  case-mix  change;  and 

•  A  positive  adjustment  is  made  for  real  case- 
mix  change  that  is  not  captured  by  changes  in 
the  CMI  (within-DRG  case-complexity 
change). 

The  methods  used  by  the  Commission  to  estimate 
each  of  these  components  and  to  arrive  at  its  final 
recommendation  are  described  below. 

Total  DRG  Case-Mix  Index  Change-Since  the 

beginning  of  PPS,  year-to-year  CMI  change  has 
generally  declined  (see  Figure  A-4).  This  trend  was 
interrupted  in  fiscal  year  1988,  when  the  CMI 

Figure  A-4.  Annual  Medicare  Case-Mix 
Index  Change,  1985-1992 
(In  Percent) 


1985  1986  1987  1988  1989  1990  1991  1992 

Year 

a  b 
Estimate  Projection 

SOURCE:  ProPAC  analysis  of  MedPAR  data  from  the  Health 
Care  Financing  Administration. 
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increased  by  3.5  percent,  primarily  due  to  two 
changes  in  the  DRG  Grouper  (the  software  that 
HCFA  uses  to  assign  cases  to  DRGs).  Age  was 
eliminated  as  a  DRG  classification  criterion,  and 
two  heavily  weighted  DRGs  were  created  that 
included  mechanical  ventilation  and  tracheostomy 
as  classification  criteria.  Both  of  these  changes  pro- 
vided hospitals  with  additional  incentives  to 
improve  their  medical  record  documentation  and 
coding  practices,  resulting  in  a  higher  CMI. 

Another,  though  smaller,  jump  in  rate  of  CMI 
change  appears  to  have  taken  place  in  fiscal  year 
1991.  ProPAC  estimates  a  2.7  percent  change  in 
that  year,  compared  with  2.2  percent  in  the  previ- 
ous year.  In  fiscal  year  1991,  there  were  several 
changes  in  the  DRG  Grouper.  Thirteen  new  DRGs 
were  added,  two  restructuring  the  way  diseases  and 
disorders  of  the  circulatory  system  are  classified 
for  payment,  and  the  other  1 1  affecting  the  assign- 
ment of  bone  marrow  transplants,  liver  transplants, 
tracheostomies,  multiple  significant  traumas,  and 
human  immunodeficiency  virus  (HIV)  infections. 
At  this  point,  it  is  difficult  to  tell  which,  if  any,  of 
these  changes  are  associated  with  the  large  estimat- 
ed CMI  increase  in  fiscal  year  1991.  In  the  next 
year,  ProPAC  will  examine  this  issue  in  more 
detail. 

For  fiscal  year  1992,  HCFA  has  made  additional 
changes.  Certain  acute  myocardial  infarction  cases 
have  been  reclassified  and  new  DRGs  have  been 
created  for  cases  involving  major  joint  and  limb 
reattachments  of  the  upper  extremities  and 
chemotherapy  for  leukemia  patients.  In  addition, 
HCFA  has  expanded  the  number  of  fields  for 
reporting  diagnoses  (from  five  to  nine)  and  proce- 
dures (from  three  to  six)  on  the  Medicare  bill.  These 
changes  are  likely  to  affect  coding  practices  (and 
thus  the  CMI)  to  some  extent  in  fiscal  year  1992. 

Without  additional  DRG  Grouper  changes,  the 
Commission  generally  expects  that  CMI  change 
will  gradually  decline  to  a  steady-state  level.  The 
general  downward  trend  from  fiscal  year  1984 
through  1990  confirms  this  expectation.  However, 
given  the  departure  from  this  trend  in  fiscal  year 
1991  and  the  additional  DRG  Grouper  and  docu- 
mentation changes  enacted  in  fiscal  year  1992, 
CMI  change  will  likely  remain  somewhat  higher 
than  otherwise  would  have  been  expected. 


ProPACs  estimate  of  total  CMI  change  in  fiscal 
year  1992  is  2.5  percent. 

Real  Across-DRG  Case-Mix  Change-The 

Commission  believes  that,  as  the  total  amount  of 
CMI  change  declines,  the  proportion  that  reflects 
real  changes  in  patient  care  requirements  increases. 
In  the  past,  ProPACs  estimates  of  real  CMI  change 
have  been  built  on  this  logic,  along  with  empirical 
evidence  provided  by  a  major  study  conducted  in 
1988  and  1989  by  RAND. 

That  study,  sponsored  by  HCFA  with  support 
from  ProPAC,  involved  reabstracting  medical 
records  and  comparing  the  originally  coded  data 
with  the  recoded  data.  The  methodology  allowed 
for  the  apportionment  of  CMI  change  into  real  and 
upcoding  components.  The  RAND  study  can  no 
longer  be  conducted  because  suitable  data  are  not 
available.  The  source  of  the  data  used  in  the 
study — medical  records  collected  by  the  SuperPRO 
for  use  in  evaluating  Peer  Review  Organizations — 
does  not  currently  provide  a  representative  sample 
of  PPS  cases.  In  its  March  1991  Report  and  Rec- 
ommendations to  the  Congress,  the  Commission 
recommended  that  the  Secretary  collect  the  data 
necessary  to  continue  to  conduct  such  studies  in  the 
future. 

The  RAND  study  of  real  case-mix  change  from 
fiscal  year  1986  to  fiscal  year  1987  concluded  that 
about  two-thirds  of  the  2.4  percent  increase  in  the 
CMI  for  its  sample  of  cases  could  be  attributed  to 
real  case-mix  change.  RAND's  study  of  the 
change  from  fiscal  year  1987  to  fiscal  year  1988 
concluded  that  real  case-mix  change  accounted 
for  about  one-half  of  the  3.0  percent  increase  in 
the  CMI  for  its  sample.  Although  the  observed 
increases  in  the  CMI  were  very  different  in  those 
two  years,  the  estimates  of  underlying  real  case- 
mix  change  were  similar — 1.5  percent  to  1.6  per- 
cent. 

The  Commission's  judgments  in  recent  years  are 
consistent  with  the  RAND  findings.  In  1989  and 
1990,  ProPAC  adjusted  its  update  recommendation 
by  1.5  percentage  points  to  reflect  real  across-DRG 
case-mix  change.  In  1991,  the  adjustment  was  1.3 
percentage  points.  ProPAC's  estimate  of  real 
across-DRG  case-mix  change  in  fiscal  year  1992  is 
1.5  percent. 
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Within-DRG  Case-Complexity  Change-The 

Commission's  estimates  of  within-DRG  case-com- 
plexity change  are  based  on  an  analysis  by 
SysteMetrics/McGraw-Hill,  Inc.  This  analysis  is 
conducted  using  a  database  that  consists  of  all 
Medicare  discharges  from  a  10  percent  stratified 
random  sample  of  PPS  hospitals  in  each  year.  Each 
discharge  is  then  classified  within  the  DRG  on  the 
basis  of  the  principal  disease,  the  stage  of  that  dis- 
ease (determined  using  SysteMetrics'  Disease 
Staging  system),  and  the  number  of  unrelated 
comorbidities.  Using  this  approach,  changes  in  the 
distribution  of  patients  within  DRGs  and  the  effect 
on  anticipated  costliness  can  be  measured. 

Measured  case  complexity  may  increase  because 
patients  within  the  DRGs  have  a  more  severe  mix 
of  principal  diseases,  enter  the  hospital  at  a  more 
advanced  stage  of  illness,  or  have  more  comorbidi- 
ties. Any  of  these  factors  may  reflect  real  changes 


in  severity  or  simply  changes  in  medical  record 
documentation  and  coding  practices. 

As  with  changes  in  the  CMI,  within-DRG  case- 
complexity  change  has  been  decreasing  over  time. 
There  are  probably  several  reasons  for  this  trend. 
DRG  refinements  may  have  reduced  the  variation 
in  patient  complexity  within  DRGs.  In  addition,  the 
shift  of  less  complex  cases  to  the  outpatient  setting 
has  slowed,  reducing  increases  in  the  complexity  of 
hospitalized  patients. 

The  SysteMetrics  study  is  based  on  data  through 
fiscal  year  1990.  The  latest  estimate  of  within-DRG 
case-complexity  change  in  fiscal  year  1989  is  0.6 
percent,  and  the  estimate  for  fiscal  year  1990  is  0.5 
percent.  Based  on  this  finding  and  the  previous 
trend  in  within-DRG  case-complexity  change. 
ProPAC's  estimate  for  fiscal  year  1992  is  0.3  per- 
cent. 
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FISCAL  YEAR  1993  UPDATE  FOR 
PPS-EXCLUDED  HOSPITALS  AND 
DISTINCT-PART  UNITS 

Until  the  implementation  of  PPS  in  fiscal  year 
1984,  Medicare  paid  hospitals  on  the  basis  of 
allowable  costs.  To  control  hospital  cost  increases, 
the  Tax  Equity  and  Fiscal  Responsibility  Act  of 
1982  (TEFRA)  established  limits  on  the  percentage 
increase  in  allowable  costs  per  Medicare  discharge. 
PPS  excluded  four  types  of  hospitals  (psychiatric, 
rehabilitation,  long-term,  and  children's)  and  two 
types  of  distinct-part  units  (rehabilitation  and  psy- 
chiatric). These  have  continued  to  be  paid  under 
TEFRA.  In  fiscal  year  1989,  cancer  hospitals  were 
added  to  this  list  of  PPS-excluded  facilities. 

Payment  Policy 

PPS-excluded  facilities  are  paid  on  the  basis  of  a 
TEFRA  target  rate.  This  target  rate  is  calculated  by 
multiplying  each  facility's  allowable  costs  per 
Medicare  discharge  in  a  base  year  by  the  TEFRA 
limit  on  the  increase  in  allowable  costs  since  the 
base  year.  The  base  year  depends  on  when  the 
facility  was  constructed  or  converted  to  a  PPS- 
excluded  category.  The  target  rate  is  revised  each 
year  when  the  TEFRA  limit  is  updated. 

Facilities  with  costs  less  than  the  target  rate 
receive  their  costs  plus  an  additional  payment.  This 
payment  is  the  lesser  of  5  percent  of  the  target  rate, 
or  half  of  the  difference  between  the  hospital's 
costs  and  the  target  rate. 

Facilities  with  costs  exceeding  the  target  rate 
received  an  additional  payment  in  fiscal  years  1983 
and  1984.  This  payment  equaled  one-quarter  of  the 
difference  between  their  costs  and  the  target  rate. 
From  fiscal  year  1985  through  fiscal  year  1991, 
facilities  with  costs  higher  than  the  target  rate 
received  no  additional  payments.  As  of  fiscal  year 
1992,  providers  receive  the  target  rate  plus  half  the 
costs  above  the  target  rate,  subject  to  a  payment 
ceiling  of  1 10  percent  of  the  target  rate. 

Adjustments  to  Payment 

The  Secretary  of  Health  and  Human  Services  is 
required  to  provide  for  a  payment  adjustment  for  a 
hospital  where  events  beyond  the  hospital's  control 
distort  the  increase  in  costs  for  a  reporting  period. 
The  Secretary  may  select  the  most  appropriate 


method  for  adjustment,  including  assigning  a  new 
base  year.  Providers  must  submit  separate  applica- 
tions for  each  year  in  which  such  events  occur. 

The  Omnibus  Budget  Reconciliation  Act 
(OBRA)  of  1990  specified  the  procedure  and  crite- 
ria for  an  adjustment  to  the  target  rate  and  clarified 
the  grounds  on  which  the  Secretary  may  grant  an 
appeal.  These  include: 

•  Changes  in  applicable  technology  or  medical 
practice,  or  differences  in  the  severity  of  ill- 
ness that  increase  costs; 

•  Increases  in  wages  and  wage-related  costs  in 
the  geographic  area  of  the  hospital  that  exceed 
the  national  change  in  hospital  wages;  or 

•  Other  factors  the  Secretary  considers  appropri- 
ate in  determining  increases  in  the  hospital's 
costs  of  providing  inpatient  services. 

The  Secretary  formalized  the  appeals  process 
that  hospitals  use  to  apply  for  an  adjustment.  In 
addition,  to  streamline  the  process,  certain  situa- 
tions were  identified  in  which  a  formal  review  by 
HCFA  would  not  be  necessary.  The  fiscal  interme- 
diary is  authorized  to  make  a  final  decision  under 
these  circumstances. 

To  qualify  for  an  adjustment  or  a  new  base  period, 
the  hospital's  operating  cost  per  discharge  must 
exceed  its  target  amount.  The  circumstances  under 
which  the  Secretary  can  authorize  assigning  a  new 
base  period  are  still  limited  to  those  involving  sub- 
stantial and  permanent  changes  in  patient  services 
that  cannot  be  addressed  by  more  targeted  adjust- 
ments. The  Secretary  will  consider  the  hospital's 
documentation  of  the  changes  in  technology,  medical 
practices,  and  patient  severity  to  determine  whether 
there  has  been  a  substantial  and  permanent  change  in 
the  cost  of  furnishing  patient  care. 

Finally,  the  Secretary  established  a  specific 
methodology  to  assess  whether  wage  increases 
warrant  an  adjustment.  To  qualify,  the  excluded 
provider  must  be  located  in  a  geographic  area 
where  average  hourly  wages  increased  significantly 
faster  than  the  national  rate  over  a  given  period. 

It  is  noteworthy  that  data  on  adjustments  grant- 
ed are  not  collected  systematically.  Incomplete 
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information  from  the  American  Hospital  Associa- 
tion suggests  that  more  than  half  of  the  adjust- 
ment requests  were  partially  or  fully  granted. 
However,  the  Medicare  Cost  Reports  are  not 
amended  to  reflect  these  additional  payments. 
Thus,  the  financial  performance  of  PPS-excluded 
hospitals  and  distinct-part  units  cannot  be 
assessed  adequately. 

TEFRA  Payment  Policy  Reform  Report  to 
Congress 

OBRA  1990  requires  the  Secretary  to  develop  a 
proposal  to  modify  the  current  payment  system  for 
TEFRA  hospitals  (including  operating  and  capital- 
related  costs).  The  Secretary  could  also  replace 
TEFRA  with  a  nationally  determined  prospective 
payment  system.  In  developing  any  proposal,  how- 
ever, the  Secretary  must: 

•  Consider  the  need  to  provide  for  appropriate 
limits  on  increases  in  expenditures  under  the 
Medicare  program; 

•  Provide  for  adjustments  to  prospectively  deter- 
mined rates  to  account  for  changes  in  a  hospi- 
tal's case  mix,  severity  of  illness  of  patients,  or 
volume  of  cases,  and  for  the  development  of 
new  technologies  and  standards  of  medical 
practice; 

•  Consider  the  need  for  an  increase  in  payments 
when  services  provided  to  patients  whose 
lengths  of  stay  or  costs  of  treatment  greatly 
exceed  what  is  provided  for  under  the  applica- 
ble prospectively  determined  payment  rate; 

•  Consider  the  need  to  adjust  payments  to 
account  for  factors  such  as  a  disproportionate 
share  of  low-income  patients,  costs  related  to 
graduate  medical  education  programs,  differ- 
ences in  wages  and  wage-related  costs  among 
hospitals  located  in  various  geographic  areas, 
and  other  factors  the  Secretary  considers 
appropriate;  and 

•  Provide  for  the  appropriate  allocation  of  oper- 
ating and  capital-related  costs  of  hospitals  not 
subject  to  the  new  prospective  payment  system 
and  distinct-part  units  of  such  hospitals  that 
would  be  paid  under  such  system. 


The  Secretary  is  required  to  submit  this  proposal 
to  Congress  by  April  1,  1992.  The  Commission 
must  analyze  and  comment  on  the  proposal  by  June 
1,  1992. 

Update  Factor  Components 

The  Commission's  update  recommendation  for 
PPS-excluded  providers  is  determined  primarily 
by  two  components:  the  projected  increase  in  the 
market  basket  for  these  facilities  (corrected  for 
past  forecast  error),  and  an  allowance  for  scientif- 
ic and  technological  advancement.  The  Commis- 
sion does  not  apply  an  adjustment  for  reported 
changes  in  case  mix.  Since  these  facilities  are  not 
reimbursed  on  the  basis  of  DRGs,  changes  in 
reported  case  mix  do  not  influence  their  pay- 
ments. Further,  in  contrast  to  the  PPS  update,  an 
adjustment  for  productivity  improvement  for  these 
providers  is  inappropriate.  Medicare  automatically 
shares  in  any  savings  from  reduced  costs  related  to 
such  improvements  under  TEFRA.  Therefore,  part 
of  any  productivity  increase  is  automatically  fac- 
tored into  reduced  Medicare  payments. 

Market  Basket-The  hospital  market  basket 
index  measures  the  average  change  in  the  price  of 
goods  and  services  purchased  by  hospitals  to  pro- 
vide inpatient  care.  The  projected  change  in  the 
market  basket  index  is  an  integral  component  of  the 
Commission's  update  factor  recommendation. 

HCFA  and  ProPAC  compute  separate  market 
baskets  for  PPS  and  PPS-excluded  facilities  that 
reflect  differences  in  the  mix  of  goods  and  services 
used  to  produce  inpatient  care  in  these  facilities. 
The  major  difference  is  that  weights  for  the  wages 
and  salaries  and  benefits  components  are  higher  in 
the  PPS-excluded  market  basket.  These  compo- 
nents compose  74.0  percent  of  the  market  basket 
for  excluded  facilities,  compared  with  61.7  percent 
of  the  PPS  market  basket.  Consequently,  changes 
in  labor  costs  affect  the  PPS-excluded  market  bas- 
ket more  than  the  PPS  market  basket. 

The  Commission  has  advanced  changes  in  cer- 
tain aspects  of  the  PPS  and  PPS-excluded  market 
baskets.  These  have  focused  on  how  price  changes 
in  employee  wages  and  benefits  should  be  mea- 
sured. ProPAC  recommended  increasing  the 
weights  of  the  internal  hospital  industry  wage  and 
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benefit  price  proxy.  It  also  proposed  that  the 
Employment  Cost  Index  (ECI)  for  hospital  workers 
replace  the  Average  Hourly  Earnings  for  nonsuper- 
visory  hospital  workers  as  the  internal  hospital 
industry  wage  price  proxy. 

While  HCFA  accepted  many  of  the  Commis- 
sion's recommendations  when  it  rebased  the  market 
basket  in  1990,  it  did  not  increase  the  weight  of  the 
hospital  industry  wage  and  benefit  price  proxy. 
ProPAC's  version  of  the  market  basket  applies  the 
internal  hospital  industry  wage  price  proxy  to  half 
the  weight  given  to  all  wages  and  benefits  in  the 
market  basket.  HCFAs  version  applies  the  internal 
wage  price  proxy  to  only  half  the  weight  given  to 
professional  and  technical  workers'  wages.  As  a 
result,  internal  wages  make  up  only  about  30  per- 
cent of  the  wage  portion  in  the  HCFA  market  bas- 
ket, compared  with  50  percent  in  ProPAC's 
version.  Therefore,  the  Commission  believes  that 
HCFA's  version  understates  how  changes  in  profes- 
sional and  technical  workers'  wages  affect  hospital 
costs. 

The  current  market  basket  forecast  for  fiscal  year 
1993,  based  on  HCFA's  construction,  is  4.6  per- 
cent. The  forecast  based  on  ProPAC's  version  is  4.8 
percent.  An  adjustment  of  0.2  percentage  points  is 
therefore  included  in  the  Commission's  recom- 
mended update. 

Fiscal  Year  1991  Forecast  Error-ProPAC  has 

recommended  that  the  update  be  corrected  for  past 
market  basket  forecast  errors.  This  requires  com- 
paring the  actual  market  basket  increase  in  a  given 
year  with  the  forecast  used  to  update  payments  in 
that  year.  A  two-year  lag  exists  between  when  the 
forecast  is  used  in  the  update  and  when  the  actual 
increase  in  the  market  basket  is  known.  Taking  this 
approach,  the  Commission  would  adjust  its  fiscal 
year  1993  update  recommendation  for  the  known 
error  in  the  market  basket  forecast  that  was  used  to 
update  TEFRA  limits  in  fiscal  year  1991.  The 
Commission  has  recommended  that  future  updates 
should  correct  only  errors  that  equal  or  exceed  0.25 
percentage  points. 

The  fiscal  year  1991  market  basket  forecast  was 
5.3  percent,  and  the  actual  market  basket  was  4.6 
percent.  The  forecast  error  correction  for  fiscal  year 
1991  is  thus  -0.7  percentage  points. 


Scientific  and  Technological  Advancement- 

The  S&TA  allowance  is  based  on  estimates  of  the 
incremental  costs  of  care  attributable  to  cost- 
increasing,  quality-enhancing  technologies.  In 
arriving  at  a  judgment  regarding  the  allowance,  the 
Commission  distinguishes  between  existing  and 
new  cases.  Only  the  costs  associated  with  existing 
cases  are  included  in  the  allowance.  These  are 
admissions  that  would  have  occurred  even  if  a  new 
technology  were  not  available. 

Each  technology  included  in  the  estimate  of  the 
allowance  was  required  to  meet  four  criteria.  First, 
the  technology  had  to  have  a  significant  effect  on 
Medicare  operating  costs.  Second,  it  had  to  be  at 
least  5  percent  diffused  in  the  Medicare  population. 
Third,  it  could  be  no  more  than  75  percent  diffused 
in  the  Medicare  population.  Finally,  the  technology 
had  to  be  safe  and  effective. 

These  estimates  are  subject  to  several  limita- 
tions. They  do  not  capture  all  relevant  costs:  Costs 
from  improvements  in  widely  diffused  technolo- 
gies, the  adoption  of  low-cost  technologies,  and 
subtle  changes  in  practice  patterns  are  not  mea- 
sured, for  example.  Moreover,  the  estimates  reflect 
only  technologies  adopted  systemwide.  Finally,  the 
estimates  are  based  on  projections  of  costs  and 
future  rates  of  adoption  and  use.  Despite  these  limi- 
tations, the  Commission  has  found  this  technology- 
specific  approach  useful  for  deriving  more 
informed  estimates. 

For  fiscal  year  1993,  incremental  costs  were  esti- 
mated for  seven  technologies  found  in  the  PPS- 
excluded  facilities.  The  total  estimated  cost 
increases  due  to  these  technologies  range  from  $2.6 
million  to  $4.6  million,  with  a  best  estimate  of  $3.5 
million  (see  Table  A-4).  Payments  for  Medicare 
inpatient  operating  costs  in  PPS-excluded  facilities 
would  need  to  increase  by  no  more  than  0. 1  percent 
to  finance  these  costs. 

Positive  Allowance  for  Past  Updates 

The  target  rates  mandated  by  TEFRA  vary  dra- 
matically across  different  types  of  providers  as  well 
as  within  provider  groups.  Several  factors  affect 
payment  variation.  The  target  rates  are  based  on  a 
provider's  costs  in  a  base  year,  which  varies 
depending  on  when  the  provider  converted  to  an 
excluded  category.  Therefore,  providers  treating 
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Table  A-4.  Estimated  Impact  of  Cost-Increasing 
Technologies  for  PPS-Excluded 
Providers,  Fiscal  Year  1993 

Estimated  Amount 
(In  Thousands) 


Provider/Technology 

Low 

High 

Best 

Rehabilitation  facilities 

Magnetic  resonance  imaging 

$  498 

$1,357 

$  928 

Video  and  computer-based 

urodynamic  monitoring 

OO  f 

QQO 

Fluoxetine  hydrochloride 

123 

248 

186 

Subtotal 

1,601 

2,597 

2,039 

Psychiatric  facilities 

Magnetic  resonance  imaging 

820 

1,270 

1,000 

Clozapine 

114 

528 

320 

Fluoxetine  hydrochloride 

98 

164 

131 

Subtotal 

1,032 

1,962 

1,451 

Long-term  facilities 

Video  and  computer-based 

urodynamic  monitoring 

9 

18 

14 

Total 

2,642 

4,576 

3,504 

SOURCE:  Project  HOPE  under  contract  to  ProPAC. 

similar  patients  can  have  different  target  rates 
depending  solely  on  their  base  year  costs. 

In  addition,  the  characteristics  of  cases  treated  by 
these  providers  vary.  For  example,  a  recent  ProPAC 
study  showed  that  psychiatric  providers  with  nega- 
tive margins  treated  a  greater  proportion  of  people 
with  schizophrenic-related  diagnoses,  while  those 
with  positive  margins  treated  more  patients  with 
depression-related  diagnoses. 

Analyses  presented  in  the  Commission's  June 
1991  report  to  Congress,  Medicare  and  the  Ameri- 
can Health  Care  System,  indicated  that  by  1988, 


more  than  half  of  all  PPS-excluded  providers  had 
negative  TEFRA  inpatient  margins.  Providers 
excluded  from  PPS  early  in  the  program  are  more 
financially  vulnerable  than  those  excluded  in  later 
years. 

Several  factors  contributed  to  this  pattern. 
Between  fiscal  years  1986  and  1988,  PPS-excluded 
providers  received  the  same  update  as  PPS  hospi- 
tals. The  PPS  update,  however,  was  adjusted  to 
account  for  rapid  growth  in  payments  resulting 
from  case-mix  index  change.  PPS-excluded 
providers  did  not  benefit  from  this  CMI  change 
because  they  were  not  paid  under  the  DRG  system. 

Further,  several  organizations,  including  the 
National  Association  of  Rehabilitation  Facilities, 
indicate  that  the  severity  of  patients  treated  by 
rehabilitation  facilities  has  increased  over  time. 
The  TEFRA  payment  system  does  not  account  for 
this  change  in  case  mix. 

Therefore,  in  its  March  1991  Report  and  Recom- 
mendations to  the  Congress,  the  Commission  rec- 
ommended a  positive  allowance  for  providers  that 
entered  the  program  before  fiscal  year  1989.  This 
allowance  would  reflect  the  difference  between  the 
actual  updates  given  in  earlier  years  and  the  market 
basket  increases  for  these  years  (see  Table  A-5). 
Providers  with  a  fiscal  year  1985  base  year  would 
receive  the  highest  adjustment  (see  Table  A-6).  In 
fiscal  year  1989,  PPS-excluded  providers  received 
an  update  equal  to  the  PPS  market  basket.  Further, 
in  fiscal  year  1990,  as  previously  recommended  by 
ProPAC,  a  PPS-excluded  market  basket  was  adopt- 
ed by  the  Secretary  for  these  providers. 

For  fiscal  year  1993,  the  Commission  recom- 
mends that  a  positive  allowance  be  given  to 


Table  A-5.    Basis  of  Positive  Update  Allowance  for  PPS-Excluded  Providers,  Fiscal 
Years  1983-1988  (In  Percent) 


Fiscal  Year 


Market 
Basket 


Excluded 
Update' 


Change  from 
Market  Basket 


Increase  in 
PPS  Payments 


1983 
1984 
1985 
1986 
1987 
1988 


5.9% 

4.9 

39 

3.1 

3.6 

4  8 


8.58% 

7.08 

6.78 

0.50 

1.15 

2.70 


2.68% 

2.18 

2.88 
-2.60 
-2.45 
-2.10 


18.9% 
10.3 

3.4 

4.6 

5.8 


*  Average  update  based  on  cost  reporting  periods, 
excluded  providers. 

SOURCE:  Federal  Register  56(106),  June  3,  1991,  25322. 


Budget  neutrality  adjustment  applicable  to  PPS  hospitals  did  not  affect  the  update  for 
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Table  A-6.  Additional  Allowance  for  PPS- 
Excluded  Providers 


Fi^ral  Ypar^; 

flnmnni  mdpH 

Base  Year 

Subject  to  Ceiling 

Adjustment 

1983 

1984-1988 

2.1% 

1984 

1985-1988 

4.2 

1985 

1986-1988 

6.9 

1986 

1987-1988 

4.4 

1987 

1988 

2.1 

SOURCE:  Federal  Register  56(106),  June  3,  1991.  25322. 


TEFRA  providers  that  entered  the  program  before 
fiscal  year  1989,  with  the  amount  of  the  allowance 
depending  on  the  year  in  which  their  target  rates 
were  based.  It  should  result  in  aggregate  payments 
that  are  budget  neutral  with  respect  to  the  legislated 
update.  This  allowance  should  reflect  the  difference 
between  the  actual  updates  given  in  previous  years 
and  the  market  basket  for  that  year.  However, 
providers  that  had  new  target  rates  computed  to 
reflect  more  recent  cost  data  should  not  receive  the 
positive  allowance. 


Appendix  B.  Technical  Report  Series 


EXTRAMURAL  TECHNICAL  REPORT 
SERIES 

E-87-01:  Improving  the  Definition  of  Hospital 
Labor  Market  Areas  and  Wage  Indexes  (Abt 
Associates,  Inc.) 

Methods  for  improving  the  definition  of  hospital 
labor  market  areas  were  investigated.  This  report 
identifies  urban  and  rural  labor  market  areas  with 
the  greatest  amount  of  wage  variation.  It  also 
examines  the  sources  of  wage  variation  within  cur- 
rent labor  markets  and  possible  improvements  in 
the  area  wage  adjustment.  (2/87) 

E-87-02:  A  Review  of  Adjustment 
Methodologies  for  Hospital  Outcome  Studies 
(Project  HOPE) 

This  report  includes  a  literature  review,  catalogs 
existing  methods  for  adjusting  outcome  statistics, 
and  studies  the  adequacy  of  existing  databases  for 
these  purposes.  It  also  assesses  strengths  and  weak- 
nesses of  various  adjustment  methods.  (1/88) 

E-87-03:  Developing  a  Measure  of  Complexity 
of  Illness  Within  DRGs  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

The  goal  of  this  research  was  to  refine  the  Com- 
mission's method  of  monitoring  continuing 
changes  in  DRG  case  mix  and  case  complexity 
(changes  within  DRGs).  This  study  refines  the 
Commission's  methodology  for  estimating  the 
annual  component  of  real  case-mix  change  within 
DRGs.  The  methodology  was  used  to  develop 
annual  estimates  of  within-DRG  case-mix  change 
for  Medicare  patients  from  1984  to  1986.  It  was 
also  used  by  the  Commission  to  estimate  this  com- 
ponent of  real  case-mix  change  in  future  years  as 
additional  Medicare  data  became  available.  Also, 
estimates  from  this  study  were  used  to  analyze  the 
indirect  teaching  adjustment.  (7/88) 

E-87-04:  The  Changing  Structure  of  the  Health 
Care  Industry  and  the  Influence  of  Medicare 
Prospective  Payments  (Bernard  Friedman, 
Ph.D.) 


This  report  discusses  horizontal  and  vertical  con- 
solidation in  the  hospital  industry  during  the  pre- 
and  post-PPS  periods.  The  author  also  examines 
the  relationship  between  prospective  pricing  incen- 
tives and  changes  in  the  structure  of  the  industry,  as 
observed  through  adoption  of  these  integration 
strategies.  The  author  offers  implications  of  indus- 
try structure  changes  for  consumers,  community 
goals,  and  Medicare  program  expenses.  Empirical 
evidence  of  the  changing  structure  of  the  industry 
is  also  included.  (3/88) 

E-87-05:  Assessing  Quality  Assurance  Software 
Packages  (Health  Economics  Research,  Inc.) 

This  report  examines  the  spectrum  of  quality  assur- 
ance (QA)  software  packages  on  the  market  and  the 
impact  of  these  packages  on  hospital  QA  functions. 
Information  was  obtained  through  two  separate  sur- 
veys— one  of  20  software  vendors  concerning  the 
characteristics  of  their  product,  the  other  of  62  hos- 
pitals to  determine  the  adoption  rate  for  QA  soft- 
ware. The  authors  first  discuss  the  results  of  the 
vendor  survey  and  present  a  comparison  of  selected 
software  package  characteristics.  Then,  the  hospital 
survey  component  is  discussed,  with  emphasis  on 
those  hospitals  that  have  purchased  a  QA  package. 
Selection  process,  transition  period,  vendor  training 
and  technical  support,  and  impact  of  the  software 
on  operations  were  examined.  The  report  concludes 
with  a  comparison  of  the  physician  profiling  capa- 
bilities of  five  QA  software  packages  as  a  means  of 
illustrating  different  products.  (10/87) 

E-87-06:  Assessing  the  Adequacy  of  the 
Medicare  Cost  Report  Data  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

This  report  provides  information  on  perceived 
strengths  and  weaknesses  of  the  Medicare  Cost 
Report  (MCR).  Hospital  financial  officers,  fiscal 
intermediaries,  and  industry  representatives  were 
surveyed.  In  general,  the  results  of  this  study  indi- 
cate that  most  hospitals  believe  that  the  MCR  is 
acceptable  as  a  reimbursement  tool.  Most  hospi- 
tals thought,  however,  that  the  MCR  does  not 
accurately  measure  the  cost  of  care  for  Medicare 
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beneficiaries  because  costs  such  as  bad  debt,  charity 
care,  patient  telephones,  and  so  forth  are  not  recog- 
nized. PPS  has  resulted  in  changes  in  reporting 
practices.  Particular  attention  is  given  to  pass- 
through  items  like  capital  and  direct  medical  edu- 
cation. (4/88) 

E-87-07:  The  Impact  of  Medicare  Prospective 
Payment  on  the  Use  of  Expensive  Devices, 
1984-86  (Project  HOPE) 

This  report  examines  trends  over  a  three-year  peri- 
od in  the  use  of  medical  devices  such  as  pacemak- 
ers, joint  protheses,  shunts,  and  grafts.  It  focused 
on  device  use  within  30  DRGs  that  such  cases  are 
frequently  assigned  to,  and  also  looked  for  evi- 
dence of  payment  differentials  that  could  create 
disincentives  to  device  use.  (3/88) 

E-87-08:  Trends  in  the  Concentration  of  Six 
Surgical  Procedures  Under  PPS  and  Their 
Implications  for  Patient  Mortality  and 
Medicare  Cost  (Project  HOPE) 

This  report  examines  trends  in  hospitals  volumes  of 
six  specialized  surgical  procedures  and  the  impact 
of  those  trends  on  mortality  and  costs.  The  six  pro- 
cedures are:  coronary  artery  bypass  grafting,  total 
hip  replacement,  abdominal  aneurysm  repair, 
intestinal  resection,  transurethral  prostatectomy, 
and  carotid  endarterectomy.  (6/88) 

E-87-09:  Estimates  of  Hospital  Industry  Total 
Factor  Productivity  for  the  Period  1980-1986 
(PPS  or  Excluded  Facilities)  (Health  Economics 
Research,  Inc.) 

Measures  of  total  factor  productivity  in  both  PPS 
and  excluded  hospitals  are  developed  using  Ameri- 
can Hospital  Association  data.  Labor  and  capital 
inputs  and  changes  in  the  hospital  product  are  part 
of  the  analysis.  (2/88) 

E-87-10:  Estimating  the  Impact  of  Scientific 
and  Technological  Advances  on  Increases  in 
Medicare  Costs  Per  Case  for  FY  1989: 
Implications  for  the  Discretionary  Adjustment 
Factor  for  FY  1989 

In  fiscal  year  1986,  the  contractor  refined 
ProPAC's  technology-specific  approach  to  estimate 
the  impact  of  newly  introduced  scientific  and  tech- 
nological advances  on  Medicare  inpatient  cost  per 
case  in  both  PPS  and  excluded  facilities.  This 


report  refined  the  cost  estimate  techniques  and 
developed  more  refined  estimates  of  diffusion  to  be 
used  in  estimating  cost  impacts.  (5/88) 

E-87-11:  Small  Isolated  Rural  Hospitals: 
Alternative  Criteria  for  Identification  in 
Comparison  with  Current  Sole  Community 
Hospitals  (SysteMetrics/McGraw-Hill,  Inc.) 

This  study  determines  how  many  facilities  become 
eligible  for  sole  community  hospital  (SCH)  status. 
The  contractor  also  examines  how  the  distribution 
of  SCHs  would  change  if  the  SCH  criteria  were 
altered.  This  study  also  provides  information  used 
to  analyze  the  financial  vulnerability  of  small  iso- 
lated rural  hospitals.  (6/88) 

E-87-12:  Assigning  Hospitals  to  Urbanized 
Areas  Within  Metropolitan  Statistical  Areas 
(Abt  Associates,  Inc.) 

This  report  provides  step-by-step  instructions  for 
assigning  hospitals  within  metropolitan  statistical 
areas  to  urbanized  areas  as  defined  by  the  Census 
Bureau.  It  builds  on  previously  completed  work 
conducted  by  Abt  Associates,  Improving  the  Defi- 
nition of  Hospital  Labor  Market  Areas  and  Wage 
Indexes.  This  report  also  responds  to  technical 
implementation  issues  raised  by  the  Secretary  in 
response  to  a  ProPAC  recommendation.  (6/88) 

E-88-01:  Subacute  Care  in  Hospitals,  Synthesis 
of  Findings  from  the  1987  Survey  of  Hospitals 
Case  Studies  in  Five  States  (Lewin  and 
Associates,  Inc.) 

This  document  is  the  final  report  of  an  18-month 
study  of  subacute  care  in  hospitals,  often  referred 
to  as  transitional  care.  Results  of  a  representative 
national  survey  of  hospitals  are  presented,  along  ; 
with  findings  from  case  studies  in  five  states  (New 
York,  California,  Louisiana,  Washington,  and 
North  Carolina).  Data  and  information  are  also  pre- 
sented on  other  types  of  transitional  care,  such  as 
home  health  and  skilled  nursing  care.  (9/88) 

E-88-02:  Analysis  of  Hospital  Sensitivity  to 
DRG  Price  Variation  in  the  Medicare 
Prospective  Payment  System  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

This  study  provides  information  on  whether  hospi- 
tal behavior  in  rendering  care  and  assigning 
resources  is  sensitive  to  differences  between 
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hospital  costs  and  PPS  prices.  The  contractor  con- 
ducted interviews  with  health  care  consultants  and 
hospital  administrators  to:  ( 1 )  identify  the  extent  and 
objectives  of  hospital  strategies  to  concentrate  in  or 
discontinue  selected  services,  (2)  assess  whether 
these  strategies  are  in  direct  response  to  variations  in 
the  DRG  prices  or  other  factors  influencing  hospital 
management,  and  (3)  examine  the  use  of  product 
line  management  and  service  costing  in  hospitals' 
responses  to  DRG  price  variations.  (8/88) 

E-89-01:  Urban  and  Rural  Cost  Differences: 
Literature  Synthesis  and  Review  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

The  reasons  for  differences  in  urban  and  rural  hos- 
pitals' costs  per  case  are  synthesized  from  current 
research  in  this  report.  Specifically,  the  basis  for 
the  lower  costs  of  rural  hospitals  compared  with 
urban  hospitals  is  explored,  and  further  research 
suggested.  (3/89) 

E-89-02:  Treatment  of  Certain  Hospital  Labor 
Expenses  in  the  PPS  Market  Basket 
(SysteMetrics/McGraw-Hill,  Inc.) 

This  report  examines  certain  hospital  labor  expens- 
es not  directly  measured  by  the  PPS  market  basket 
(contract  labor,  employee  bonuses,  recruitment 
costs,  employee  benefits,  overtime  and  part-time 
employment,  and  changes  in  employee  skill  mix). 
The  project  examines  how  these  costs  are  currently 
measured  in  the  market  basket  and  changes  in  these 
expenses  between  1985  and  1988.  Estimates  were 
made  of  the  effect  these  labor  expenses  might  have 
had  on  market  basket  increases  if  the  expenses 
were  directly  measured  in  the  market  basket  wage 
component.  The  calculations  of  the  Average  Hourly 
Earnings  for  Non-Supervisory  Hospital  Workers 
and  the  Employment  Cost  Index  for  Hospitals  are 
also  described  in  the  study.  (3/89) 

E-89-03:  Refinement  of  Measure  of  Complexity 
of  Illness  Within  DRGs  (SysteMetrics/McGraw- 
Hffl,  Inc.) 

This  study  is  a  follow-up  on  an  earlier  project  on 
developing  a  measure  of  within-DRG  case-com- 
plexity change.  Case-complexity  change  is  mea- 
sured by  applying  Patient  Management  Categories 
and  Disease  Staging  Categories  to  Medicare  patient 
data  that  had  already  been  grouped  by  DRG.  The 
results  from  the  initial  study  are  consistant  with 


previous  work  on  case-complexity  change.  The 
contractor  applies  the  methodology  to  1987  data, 
estimates  the  impact  of  upcoding  on  the  measure, 
and  analyzes  the  strengths  and  weaknesses  of  the 
measure.  (3/89) 

E-89-04:  Demographics  and  Health  of  the 
Elderly:  Past  Trends  and  Projections  (Institute 
for  Health  and  Aging) 

This  report  documents  and  projects  the  growth  in 
the  elderly  population.  It  also  covers  the  socioeco- 
nomic characteristics  of  this  population  segment. 
The  largest  portion  of  the  report  covers  health- 
related  topics  and  the  impact  of  a  growing  elderly 
population  on  national  health  care  expenditures. 
(4/89) 

E-89-05:  Hospital  Closures  in  the  1980s:  A 
Preliminary  Analysis  of  Data  from  the  American 
Hospital  Association's  Annual  Survey  of 
Hospitals,  1980-1986  (Jack  Hadley,  Ph.D.) 

American  Hospital  Association  Annual  Survey 
data  were  used  to  determine  whether  the  character- 
istics of  closed  hospitals  have  changed  over  time. 
In  addition,  closed  hospitals  were  compared  to 
open  hospitals  of  the  same  size  to  examine  differ- 
ences at  specific  points  and  over  time.  Characteris- 
tics such  as  type  of  ownership,  location,  occupancy, 
admissions,  and  length  of  stay  were  examined. 
(5/89) 

E-89-06:  State  Systems  for  Hospital  Payment 
(Intergovernmental  Health  Policy  Project) 

State  Medicaid  inpatient  and  outpatient  reimburse- 
ment systems  and  the  use  of  case-mix  systems  are 
summarized  in  this  report.  It  also  contains  informa- 
tion on  state  uncompensated  care  initiatives  and 
state  responses  to  the  Medicaid  provisions  of  the 
Medicare  Catastrophic  Coverage  Act.  (4/89) 

E-90-01:  The  Relationship  Between  Declining 
Use  of  Rural  Hospitals  and  Access  to  Inpatient 
Services  for  Medicare  Beneficiaries  in  Rural 
Areas  (Codman  Research  Group,  Inc.) 

This  study  examines  hospital  utilization  patterns 
for  Medicare  beneficiaries  living  in  defined  rural 
and  urban  hospital  market  areas  of  five  states — 
Alabama,  California,  Illinois,  Montana,  and  Texas 
— from  1984  to  1986.  The  study  examines  Medi- 
care beneficiary  care  according  to  the  market  area 
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where  the  beneficiary  lives.  Cases  are  divided  into 
eight  DRG  groups  to  examine  whether  access  is 
impaired  for  some  services  and  not  others.  The 
study  also  examines  how  these  changes  in  utiliza- 
tion affect  admissions  and  market  share  of  rural 
and  urban  hospitals.  ( 1/90) 

E-90-02:  Alternative  Hospital  Market  Area 
Definitions  (SysteMetrics/McGraw-Hill,  Inc.) 

This  report  examines  alternative  methods  for  defin- 
ing hospital  market  areas  through  an  extensive 
search  of  the  literature  and  contact  with  experts  in 
the  field.  The  study  reviews  the  role  market  areas 
play  in  PPS.  It  also  reviews  numerous  alternatives 
that  have  been  used  for  defining  market  areas, 
exploring  options  that  have  not  been  used  for  hos- 
pitals. Finally,  the  study  provides  an  evaluation  of 
the  alternative  methodologies  and  their  potential 
applicability  to  PPS  for  defining  hospital  labor  and 
product  markets.  (3/90) 

E-90-03:  Within-DRG  Case-Complexity 
Change:  Update  and  Distributional  Differences 
(SysteMetrics/McGraw  Hill,  Inc.) 

Case-mix  index  change  is  a  major  contributing  fac- 
tor to  increases  in  hospital  payments.  However,  it  is 
a  poorly  understood  phenomenon.  The  report  pro- 
vides updates  of  within-DRG  case-complexity 
change  measures  developed  in  previous  studies. 
The  report  also  supplies  descriptive  statistics  on 
changes  in  numbers  of  comorbidities  and  sec- 
ondary diagnoses  coded,  types  of  comorbidities 
and  secondary  diagnoses  coded,  and  differences 
across  hospital  types.  (4/90) 

E-90-04:  The  Dynamics  of  Hospital  Services: 
Changing  Patterns  in  the  Services  Provided  by 
Hospitals  from  1980  to  1987  (Kirsten  Iversen) 

The  level  of  services  and  facilities  provided  by  hos- 
pitals is  dynamic,  changing  over  time  and  across 
settings.  This  analysis  describes  patterns  in  the 
changing  levels  of  services  provided  by  different 
groups  of  hospitals  from  1980  to  1987.  (3/90) 

E-90-05:  Methodology  for  Measuring  Case-Mix 
Change:  How  Much  Change  in  the  Case-Mix  is 
DRG  Creep?  (RAND  Corporation) 

ProPAC  assisted  the  Health  Care  Financing 
Administration  in  a  medical  record  reabstraction 
study.  This  study  develops  a  method  to  distinguish 


case-mix  increases  caused  by  changes  in  coding 
practices  from  changes  in  treatment  patterns  and 
patient  mix.  It  also  provides  information  for  devel- 
oping and  refining  alternative  ongoing  data  collec- 
tion methods  to  monitor  case-mix  change  overtime. 
The  Commission  helped  fund  this  project  and  pro- 
vided support  in  designing,  implementing,  and 
monitoring  the  study.  (6/90) 

E-90-06:  Moveable  Capital  Cost  Weights 
(Kurt  Price) 

The  Commission  is  continually  interested  in  evalu- 
ating a  capital  payment  option  that  would  involve 
incorporating  the  costs  of  moveable  capital  equip- 
ment into  the  DRG  standardized  amounts  while 
maintaining  cost  reimbursement  for  the  costs  of 
plant  and  fixed  equipment.  This  analysis  was  to 
determine  if  the  current  DRG  relative  weights  ade- 
quately reflect  the  variation  in  moveable  equipment 
costs.  It  examines  the  relationship  between  DRG 
weights  based  only  on  medical  equipment  costs 
with  the  current  PPS  total  charge-based  weights. 
The  study  shows  that  the  current  PPS  weights 
inaccurately  reflect  relative  moveable  equipment 
costs  across  many  DRGs.  The  impact  of  these  inac- 
curacies is  inconsequential,  however,  when  the 
contribution  of  moveable  equipment  costs  to  total 
hospital  costs  is  considered.  (8/90) 

E-90-07:  How  Services  and  Costs  Vary  by  Day 
of  Stay  for  Medicare  Hospital  Stays  (RAND 
Corporation) 

This  study  describes  how  the  cost  of  services  pro- 
vided during  Medicare  hospital  stays  varies 
throughout  the  stay.  It  also  examines  how  patterns 
of  daily  costs  vary  with  clinical  characteristics, 
with  hospital  characteristics,  and  with  the  types  of 
services  provided.  The  study  was  based  on  data  on 
the  daily  services  billed  to  Medicare  patients 
between  May  1987  and  April  1988  from  a  sample 
of  105  hospitals,  and  was  the  first  time  such  data 
had  been  used  in  this  way.  (2/90) 

E-90-08:  Comparative  Analysis  of  Annual 
Survey  and  Medicare  Cost  Report  Margin 
Data  (American  Hospital  Association) 

This  report  presents  the  results  of  a  comparative 
analysis  of  total  hospital  margin  data  derived  from 
a  matched  sample  of  Medicare  Cost  Reports 
(MCRs)  and  corresponding  American  Hospital 
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Association  (AHA)  Annual  Surveys.  Initially,  the 
national  average  MCR  margin  was  significantly 
higher  than  the  corresponding  Annual  Survey  mar- 
gin. After  editing,  however,  the  MCR  margin  was 
found  to  be  slightly  lower  than  the  AHA  figure.  A 
telephone  survey  was  used  to  investigate  the  rea- 
sons for  the  MCR/AHA  discrepancies.  The  report 
analyzes  the  discrepancies  by  type  of  hospital  and 
categorizes  the  reasons  they  occur.  The  study  con- 
cludes that  properly  edited  MCR  income  statement 
data  are  useable  in  research  applications.  Only  one 
source  of  bias  was  documented  as  significantly 
affecting  calculation  of  average  total  margins  by 
hospital  group.  This  was  the  failure  of  some  public 
hospitals  to  report  government  subsidies  as  revenue 
on  their  MCRs.  (4/90) 

E-90-09:  Hospital  Cost  Variations  Under  PPS 
(Center  for  Health  Policy  Studies,  Georgetown 
University) 

This  study  explores  the  impact  of  PPS  and  other 
factors  in  accounting  for  variations  in  total  costs 
among  hospitals  during  the  1980s.  The  goal  was  to 
understand  the  extent  to  which  PPS  has  affected 
hospital  costs,  and  the  mechanisms  that  have  pro- 
duced those  effects.  The  impact  of  PPS  was  isolated 
by  analyzing  a  time-series  of  cost  data  for  a  sample 
of  hospitals,  while  controlling  for  the  effects  of 
other  factors,  such  as  input  prices,  mix  of  outputs, 
volume  of  outputs,  local  competition,  and  health 
insurance  coverage.  The  study  also  focuses  on  the 
roles  of  staffing,  service  mix,  patient  volume,  and 
financial  pressure  to  identify  the  mechanisms  that 
have  operated  to  produce  PPS  effects.  These  analy- 
ses were  conducted  separately  for  all  sample  hospi- 
tals and  for  important  subgroups  of  the  hospital 
industry,  including  urban  and  rural  hospitals.  (9/90) 

E-91-01:  Classification  Systems  for 
PPS-Excluded  and  Non-PPS  Providers 
(Project  HOPE) 

This  study  provides  an  overview  and  evaluation  of 
systems  that  measure  the  case  mix  or  resource 
complexity  of  patients  treated  in  hospitals  excluded 
from  Medicare's  PPS  or  patients  treated  by  non- 
PPS  providers.  PPS-excluded  hospitals  include 
psychiatric  and  rehabilitation  hospitals  and  distinct- 
part  units  as  well  as  children's,  long-term,  and  can- 
cer hospitals;  non-PPS  providers  include  home 


health  care  agencies  and  skilled  nursing  facilities. 
The  report  identifies  and  describes  available 
research  on  patient  classification  systems,  case-mix 
measurement  systems,  and  payment  systems  for 
each  of  the  types  of  providers.  Each  system  is  eval- 
uated using  a  set  of  criteria  related  to  patient  classi- 
fication such  as  administrative  feasibility,  ability  to 
explain  variations  in  resource  use,  and  clinical 
validity.  Other  criteria  are  applied  to  the  evaluation 
of  payment  systems.  Among  the  criteria  used  are 
administrative  feasibility,  equity  of  the  system,  and 
system  effectiveness.  (5/91) 

E-91-02:  Study  of  Health  Care  Access  in 
Counties  Where  the  Only  Hospital  Closed 
(Abt  Associates,  Inc.) 

This  report  describes  a  study  of  access  to  health 
services  in  22  rural  counties  where  the  only  hospi- 
tal closed  between  1987  and  1989.  These  counties 
are  compared  with  a  similar  group  of  counties  that 
did  not  have  a  hospital  between  1980  and  1989. 
Access  to  health  care  services  is  evaluated  on  two 
dimensions:  (1)  distances  and  travel  times  (from 
the  population  centroid  of  each  county)  to  the  near- 
est hospitals  in  contiguous  counties,  and  (2)  the 
types  and  numbers  of  health  care  providers  (facili- 
ties and  practitioners)  in  each  of  the  counties.  This 
was  accomplished  using  telephone  surveys  of 
county  health  department  personnel  and  analysis  of 
the  Area  Resource  File.  (5/91) 

E-91-03:  Utilization  of  Inpatient  Hospital 
Services  by  Rural  Medicare  Beneficiaries 
(Codman  Research  Group,  Inc.) 

This  study  updates  a  previous  analysis  (E-90-01) 
on  inpatient  hospital  utilization  for  Medicare  bene- 
ficiaries living  in  rural  and  urban  market  areas  of 
five  states:  Alabama,  California,  Illinois,  Montana, 
and  Texas.  The  analysis  expands  on  the  earlier 
study  by  looking  at  utilization  patterns  for  rural 
beneficiaries  using  refined  DRG  case  type  group- 
ings and  by  separately  examining  utilization  pat- 
terns for  younger  and  older  Medicare  beneficiaries. 
The  findings  from  the  analysis  are  consistent  with 
the  earlier  study,  in  that  access  to  inpatient  hospital 
services  does  not  appear  too  constrained  for  rural 
Medicare  beneficiaries.  The  study,  however,  raised 
concerns  about  access  to  ambulatory  care  in  these 
communities.  (5/91) 
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E-91-04:  Volume  Adjustments  Used  in  State 
Medicaid  Programs  and  Rate  Setting  Systems 
(Abt  Associates,  Inc.) 

This  project  gathered  information  about  volume 
adjustments  used  to  adjust  payments  to  hospitals  by 
state  Medicaid  programs.  The  contractor  surveyed 
states  to  determine  the  number  that  use  a  volume 
adjustment,  how  the  adjustment  is  calculated,  eligibili- 
ty requirements,  whether  there  are  upper  and  lower 
thresholds  for  the  adjustment,  and  the  formula  used  to 
calculate  the  adjustment.  The  contractor  also  laid  out  a 
theoretical  framework  for  considering  volume  adjust- 
ments, and  outlined  the  relationships  between  policy 
goals  and  characteristics  of  these  adjustments.  (7/91) 

E-91-05:  Medicaid  Payment  Methodologies  for 
Inpatient  Hospital  Services  (Abt  Associates, 
Inc.) 

This  report  describes  state  Medicaid  inpatient  hos- 
pital payment  methodologies  in  effect  as  of  July  1, 
1991.  The  information  was  collected  through  tele- 
phone interviews  with  knowledgeable  staff  at  state 
Medicaid  offices,  rate  setting  commissions,  and 
hospital  associations.  The  survey  attempted  to 
identify,  describe,  and  document  key  concepts  used 
to  develop  Medicaid  payment  systems  for  inpatient 
hospital  services.  (8/91 ) 

E-91-06:  An  Examination  of  Winners  and 
Losers  Under  Medicare's  Prospective  Payment 
System:  A  Synthesis  of  the  Literature 
(Lewin/ICF) 

This  report  summarizes  the  academic  and  popular  lit- 
erature on:  (a)  the  hospital  characteristics  affecting 
hospital  financial  performance  under  Medicare;  (b) 
the  design  features  that  affect  winning  and  losing,  and 
how  hospitals  responded  to  the  incentives  of  PPS;  and 
(c)  the  environmental  and  community  factors  of  a 
hospital's  local  market  that  affect  hospital  financial 
performance.  In  addition,  it  outlines  some  of  the  per- 
ceived gaps  in  the  literature  and  includes  an  extensive 
bibliography  on  the  relevant  literature.  ( 10/9 1 ) 

Pending 

The  Accuracy  of  Cost  Measures  Derived  from 
Medicare  Cost  Report  Data  (Center  for  Health 
Policy  Studies) 

The  primary  objective  of  this  study  is  to  assess  the 
accuracy  of  the  hospital-level  and  DRG-level  cost 


measures  that  can  be  constructed  using  Medicare 
Cost  Report  (MCR)  data.  The  first  part  of  the  study 
tested  the  impact  of  potential  refinements  such  as 
using  standard  cost  center  configuration  or  a  multi- 
ple allocation  technique,  in  the  MCR  cost  finding 
approach.  These  types  of  changes  were  found  to 
have  relatively  little  impact.  The  second  compo- 
nent compared  cost  values  from  advanced  hospital 
cost  accounting  systems  with  values  from  the  cost 
reports  of  the  same  hospitals.  Substantial  differ- 
ences were  documented  for  total  Medicare  costs, 
routine  and  ancillary  costs,  and  average  cost  per 
case  by  DRG.  (3/92) 

Certification  Requirements  for  Nursing  Homes 
(Abt  Associates,  Inc.) 

This  report  presents  descriptive  information  on  cur- 
rent Medicaid  certification  and  state  licensure 
requirements  for  nursing  homes.  It  focused  on 
those  requirements  that  would  be  expected  to 
impose  significant  costs  on  facilities  and  result  in 
cost  variations  across  states.  (3/92) 

Quality  Assurance  in  Non-PPS  Settings  (Abt 
Associates,  Inc.) 

Mechanisms  used  to  ensure  and  monitor  quality  in 
settings  in  which  Medicare  services  are  reimbursed 
are  described.  Settings  included  skilled  nursing 
facilities,  home  health  agencies,  and  hospitals  not 
paid  under  the  PPS  system  (children's  hospitals, 
psychiatric  hospitals,  and  rehabilitation  hospitals). 
The  study  also  looked  at  quality  assurance  in 
selected  outpatient  facilities,  including  ambulatory 
surgery  centers,  hospital  outpatient  departments, 
ambulatory  care  centers,  cardiac  catheterization 
laboratories,  freestanding  clinical  laboratories 
dialysis  facilities,  diagnostic  imaging  centers, 
lithotripsy  centers,  and  comprehensive  outpatient 
rehabilitation  facilities.  Quality  assurance  mecha- 
nisms including  certification,  accreditation  and 
monitoring  by  Federal,  state,  and  voluntary  organi- 
zations were  described.  Quality  indicators  will  be 
classified  by  structural,  process,  or  outcome.  (3/92) 

Survey  of  the  Role  of  Rural  Hospitals  in  State 
Rural  Health  Programs  (Abt  Associates,  Inc.) 

This  project  will  provide  information  and  ideas  the 
states  use  to  define  the  role  of  rural  hospitals  in 
state  rural  health  programs  and  how  that  role  can 
be  improved.  The  contractor  will  describe  state 
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programs  that  have  modified  the  structure,  size,  or 
services  rural  hospitals  offer  to  provide  better 
access  to  health  care  for  local  residents.  Interviews 
will  be  conducted  with  representatives  of  about  15 
of  these  programs.  The  contractor  will  then  analyze 
the  programs  in  terms  of  the  incentives  created  by 
the  program  design,  and  whether  the  programs 
could  be  implemented  in  other  areas.  (6/92) 

An  Examination  of  Winners  and  Losers  Under 
Medicare's  Prospective  Payment  System:  Final 
Report  (Lewin/ICF) 

This  report  will  summarize  the  findings  of  a  series 
of  case  studies  conducted  by  Lewin/ICF  examining 
why.  controlling  for  similar  hospital  characteristics, 
some  hospitals  do  well  under  PPS  while  others  do 
not.  Factors  to  be  examined  include  hospital  behav- 
ior, such  as  successful  management  strategies, 
hospitals*  responses  to  PPS.  and  broader  environ- 
mental factors  that  shape  hospital  performance. 
The  degree  to  which  performance  is  within  a  hospi- 
tal's control  will  be  discussed.  Individual  hospital 
descriptions  will  not  be  provided.  Rather,  the  report 
will  integrate  site  visit  findings  and  draw  out  the 
similarities  and  differences  between  successful  and 
unsuccessful  hospitals.  (7/92) 

INTRAMURAL  TECHNICAL  REPORT 
SERIES 


1-88-01:  Proceedings  from  ProPAC's  Technical 
Advisory  Conference  on  Alternative  Case-Mix 
Classification  Systems 

This  paper  first  summarizes  the  presentations  made  by 
the  developers  of  six  case-mix  classification  systems. 
It  also  outlines  the  case-mix  studies  funded  by  the 
Health  Care  Financing  Administration.  Then  compar- 
isons of  case-mix  classification  systems  are  presented. 
The  final  section  of  this  paper  consists  of  ProPAC's 
conclusions  on  case-mix  measurement.  (1/88) 

1-88-02:  Recalibration  Analysis  Comparing 
Charge-Based  and  Cost-Based  DRG  Weights 

ProPAC  analyzed  the  two  methods  of  recalibrating 
the  DRG  relative  weights,  using  charges  only 
(charge  based)  and  using  charges  that  are  adjusted 
by  costs  (cost  based).  This  report  provides  a 
detailed  description  of  the  data,  methods,  and 
results  of  ProPACs  comparisons.  (3/88) 


1-89-01:  Staffing  Shortages  and  Hospital 
Responses 

ProPAC  obtained  information  on  the  shortage  issue 
and  hospital  responses  to  personnel  shortages 
through  a  literature  review  and  informal  telephone 
interviews  with  hospital  personnel.  The  literature 
review  provided  information  about  staffing  short- 
ages for  several  different  occupations.  The 
telephone  interviews  provided  supplementary 
information  using  anecdotal  reports  of  staffing  situ- 
ations at  individual  hospitals.  (3/89) 

1-89-02:  Analyses  of  DRG  Classification  and 
Assignment 

This  report  presents  results  of  ProPAC's  analyses 
of  diagnosis-related  group  classification  and 
assignment.  Periodic  adjustments  to  the  DRGs  are 
necessary  to  reflect  new  technologies,  scientific 
advances,  and  changes  in  medical  practice.  The 
report  includes  information  on  Commission  recom- 
mendations for  classification  or  assignment 
improvements.  These  recommendations  are  related 
to  new  and  changing  technologies  and  practice  pat- 
terns, and  to  equity  of  payment  among  hospital 
groups.  Analyses  of  other  DRG  classification  and 
assignment  issues  are  also  included.  (3/89) 

1-89-03:  Review  of  Medicare  Cost  Report  Data 
for  Policy  Analysis 

This  report  summarizes  the  work  undertaken  by  the 
Commission  on  the  use  of  the  Medicare  Cost 
Report  (MCR)  data  for  decision  making.  The  major 
activity  the  Commission  initiated  to  identify 
improvements  in  the  use  of  existing  cost  data  for 
policy  analysis  was  to  convene  a  panel  to  discuss 
the  strengths  and  weaknesses  of  the  MCR.  The 
report  also  summarizes  ProPAC's  monitoring  of 
HCFA's  three-year  demonstration  assessing  the 
costs  and  benefits  of  adding  financial  and  utiliza- 
tion information  regarding  other  payers  to  the 
MCR.  (3/89) 

1-89-04:  Payment  Adjustments — Indirect 
Teaching  and  Disproportionate  Share  Hospitals 

ProPAC  analyzed  the  effect  of  teaching  effort  on 
Medicare  costs.  The  objectives  of  the  analysis 
were:  to  estimate  the  relationship  between  teaching 
effort  and  Medicare  cost  per  case  using  the  most 
recent  Medicare  Cost  Report  data  available:  to 
examine  the  overlap  between  the  indirect  medical 
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education  and  the  disproportionate  share  payment 
adjustments;  and  to  evaluate  the  financial  impact  of 
revising  the  indirect  medical  education  adjustment. 
The  report  describes  the  methods  and  results  of  the 
analysis.  (7/89) 

1-90-01:  Medicare-Dependent  Hospitals 
Under  PPS 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  study  the  appropriate- 
ness of  making  an  adjustment  to  Medicare  payment 
to  hospitals  that  treat  a  high  proportion  of  Medicare 
discharges.  Information  on  this  topic  was  also 
included  in  ProPAC's  June  1990  report,  Medicare 
Prospective  Payment  and  the  American  Health 
Care  System.  (6/90) 

1-90-02:  Adjusting  the  Area  Wage  Index 
for  Occupational  Mix 

Currently,  the  area  wage  index  does  not  account 
for  geographic  differences  in  occupational  mix. 
This  report  presents  results  from  ProPAC's  study 
on  the  effect  of  adjusting  the  area  wage  index  for 
occupational  mix.  The  relationship  of  occupation 
mix  to  case  mix  is  investigated.  The  report 
describes  the  methods  and  results  of  the  analysis. 
The  results  include  metropolitan  statistical  area, 
regional,  and  urban/rural  estimates  of  the  impact. 
In  addition,  the  effect  on  payments  of  an  adjust- 
ment for  occupational  mix  of  the  wage  index  are 
calculated.  (4/90) 

1-90-03:  Analyses  of  DRG  Classification 
and  Assignment 

This  report  updates  material  in  ProPAC's  1989 
report,  Analysis  of  DRG  of  Classification  and 
Assignment  (TRS  1-89-02)  and  presents  results  of 
ProPAC's  analyses  of  diagnosis-related  group  clas- 
sification and  assignment.  Periodic  adjustments  to 
the  DRGs  are  necessary  to  reflect  new  technolo- 
gies, scientific  advances,  and  changes  in  medical 
practice.  This  report  includes  information  on  Com- 
mission recommendations  for  classification  or 
assignment  improvements.  These  recommenda- 
tions are  related  to  new  and  changing  technologies 
and  practice  patterns,  and  to  equity  of  payment 
among  hospital  groups.  Analyses  of  other  DRG 
classification  and  assignment  issues  are  also 
included.  (8/90) 


1-90-04:  Financial  Status  of  High  Case 
Mix  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  study  the  financial  sta- 
tus of  high  case  mix  hospitals  with  special  attention 
devoted  to  capital  investment.  Information  on  this 
topic  was  included  in  ProPAC's  June  1990  report. 
Medicare  Prospective  Payment  and  the  American 
Health  Care  System.  (6/90) 

1-91-01:  Hospital  Closures:  1985-1988 

This  report  contains  descriptive  statistics  on  hospi- 
tals that  closed  between  1985  and  1988.  Data  are 
from  the  American  Hospital  Association  Annual 
Surveys,  Medicare  Cost  Reports,  and  the  Area 
Resource  File.  Rural  and  urban  hospitals  that 
closed  are  analyzed  separately  and  compared  with 
open  rural  and  urban  hospitals  having  fewer  than 
200  beds.  (1/91) 

1-91-02:  The  Role  of  Profitability  and 
Community  Characteristics  in  Hospital 
Closures 

This  study  investigates  hospital  closures  that 
occurred  from  1985  through  1988.  The  analysis 
focuses  on  the  relationship  between  profitability 
and  closure.  Further,  the  analysis  evaluates  the 
impact  on  profitability  of  characteristics  related  to 
the  hospital's  mission  and  standing  in  the  commu- 
nity. In  addition,  the  analysis  is  extended  by  exam- 
ining the  factors  that  influence  profitability  and  its 
components:  revenue  per  case,  cost  per  case,  and 
total  cases.  This  report  provides  a  detailed  descrip- 
tion of  the  data,  methods,  and  results  of  the  study. 
(2/91) 

1-91-03:  Improving  the  Area  Wage  Index: 
The  Area  Wage  Index  and  the  Mix  of 
Occupations  Across  Areas 

Currently,  the  area  wage  index  incorporates  differ- 
ences in  the  price  of  labor  as  well  as  the  mix  of 
occupations  across  areas.  This  report  presents  the 
results  of  ProPAC's  study  on  the  effect  of  adjusting 
the  area  wage  index  for  occupational  mix.  The 
results  are  presented  separately  for  metropolitan 
statistical  areas  and  rural  areas.  The  study  is  based 
on  Uniform  Reporting  System  data  collected  from 
California  hospitals.  The  report  also  describes  the 
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method  used  in  California  to  collect  data  by  occu- 
pational category.  (3/91) 

1-91-04:  Hospital  Uncompensated  Care  Costs 

This  report  presents  the  results  of  an  analysis  of 
uncompensated  care  costs  for  both  PPS  and  PPS- 
excluded  hospitals.  Uncompensated  care  for  this 
study  is  defined  as  the  sum  of  charity  care  and  bad 
debts,  and  uncompensated  care  costs  are  measured 
both  with  and  without  an  offset  for  subsidies 
received  from  state  and  local  governments.  The 
study  is  based  on  data  from  the  American  Hospital 
Association  Annual  Survey  over  the  period  1980  to 
1989.  Both  the  trend  and  distribution  of  uncompen- 
sated care  costs  are  measured  by  hospital  group.  In 
addition,  the  relationship  between  uncompensated 
care  costs  and  indirect  medical  education  and  dis- 
proportionate share  payments  under  Medicare  is 
examined.  (4/91) 

Pending 

Indirect  Medical  Education  and 
Disproportionate  Share  Hospital 
Payment  Adjustments 

ProPAC  will  analyze  the  effect  of  teaching  effort 
on  Medicare  costs.  The  objectives  of  the  analysis 
are  to  estimate  the  relationship  between  teaching 
effort  and  Medicare  cost  per  case  using  the  most 
recent  Medicare  Cost  Report  data  available.  The 
study  will  also  examine  the  overlap  between  the 
indirect  medical  education  and  the  disproportionate 
share  payments  by  revising  the  indirect  medical 
education  adjustment.  The  report  will  describe  the 
methods  and  results  of  the  analysis,  and  will  build 
on  analysis  reported  in  ProPAC's  Payment  Adjust- 
ments-Indirect Teaching  and  Disproportionate 
Share  Hospitals  (TRS  1-89-04).  (3/92) 

Winners  and  Uosers  Under  PPS 

Although  the  aggregate  margin  of  hospitals  under 
PPS  has  declined,  some  hospitals  continue  to  per- 
form well.  In  this  report,  ProPAC  will  analyze  the 
characteristics  of  hospitals  with  consistently  high 
and  consistently  low  margins  under  PPS  in  1986. 
1987.  and  1988.  The  characteristics  are  broken  into 
three  groups:  payment  adjustments,  factors  within 
the  hospital's  control,  and  factors  outside  of  the 
hospital's  control.  The  focus  of  the  study  is  to 
determine  the  relative  role  of  these  factors  in  per- 
formance under  PPS.  This  report  provides  a 


detailed  description  of  the  data,  methods,  and 
results  of  the  study.  (3/92) 

Transfer  Payment  Policy 

This  report  will  present  the  results  of  an  analysis  of 
Medicare's  payment  for  transfer  cases.  Currently, 
the  transferring  hospital  is  paid  a  uniform  per  diem 
payment  up  to  the  full  DRG  amount.  The  receiving 
hospital  is  paid  the  full  DRG  payment  if  it  is  the 
final  discharging  hospital.  The  analysis  examines 
the  relationship  between  payments  and  costs  for 
these  cases.  In  addition,  it  looks  at  the  characteris- 
tics of  hospitals  and  cases  involved  in  a  transfer 
sequence.  The  study  also  includes  information  on 
trends  in  transfer  rates  since  1984.  (4/92) 

CONGRESSIONALLY  MANDATED 
REPORTS 

C-88-01:  An  Evaluation  of  the  Department  of 
HHS  Report  to  Congress  on  Studies  of  Urban- 
Rural  and  Related  Geographical  Adjustments  in 
the  Medicare  PPS 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  report  to  the  Congress  on  its 
evaluation  of  the  Secretary's  study  on  the  feasibili- 
ty and  impact  of  eliminating  or  phasing  out  sepa- 
rate urban  and  rural  rates.  The  report  is  organized 
into  four  major  sections:  background  and  definition 
of  issues,  summary  of  the  Secretary's  study  meth- 
ods and  findings.  Commission  evaluation  of  the 
Secretary's  study,  and  future  direction  of  Commis- 
sion activities.  (6/88) 

C-88-02:  Uinking  Medicare  Capital  Payments  to 
Hospital  Occupancy  Rates 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  report  to  the  Congress  on  the 
suitability  and  feasibility  of  linking  Medicare  capital 
payments  to  hospital  occupancy  rates.  This  was 
addressed  by  reviewing  current  Medicare  capital  pay- 
ment principles,  examining  historical  trends  in  capital 
costs  and  occupancy  rates,  and  analyzing  the  rela- 
tionship between  capital  costs  and  occupancy.  (4/88) 

C-88-03:  Outlier  Payment  Alternatives  for 
Burn  Cases 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  study  alternative  payment 
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methods  for  burn  outlier  cases  under  the 
prospective  payment  system.  In  this  report,  the 
Commission  examines  costs  and  PPS  payments 
for  all  burn  cases  as  well  as  outlier  cases  only. 
Differences  between  payments  and  costs  for  burn 
hospitals  and  units  and  other  PPS  hospitals  are 
examined.  (7/88) 

C-88-04:  The  Views  of  the  Prospective  Payment 
Assessment  Commission  on  Developing 
Medicare  Payment  for  Hospital  Outpatient 
Surgery 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  the  Secretary  of  HHS  to  solicit  the  views 
of  ProPAC  in  developing  outpatient  payment  sys- 
tems and  to  include  these  views  in  a  series  of 
reports  to  Congress.  This  report  focuses  on  the 
facility  component  of  payment  for  surgeries  per- 
formed in  hospital  outpatient  settings.  (8/88) 

C-88-05:  Separate  PPS  Payment  Rates  for 
Hospitals  in  Large  Urban  Areas  and  Other 
Urban  Areas 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  "evaluate  the  desirability  of 
maintaining  separate  DRG  prospective  payment 
rates  for  hospitals  located  in  large  urban 
areas. ..and  in  other  urban  areas."  The  report  first 
describes  how  PPS  currently  treats  hospitals  in  dif- 
ferent sized  urban  areas.  Descriptive  information 
comparing  hospitals  in  different  sized  urban  areas 
is  then  presented.  This  is  followed  by  a  discussion 
of  the  PPS  policy  implication  of  variation  in  costs 
and  margins  by  metropolitan  statistical  area  size. 
(12/88) 

C-89-01:  Medicare  Payment  for  Hospital 
Outpatient  Surgery:  The  Views  of  the 
Prospective  Payment  Assessment  Commission 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  the  Secretary  to  solicit  the  views  of  the 
Commission  on  prospective  payment  for  hospital 
outpatient  surgery.  This  report  contains  ProPAC's 
recommendations  and  related  rationale  on  such 
payment  policy  beginning  in  fiscal  year  1990.  It 
also  presents  background  information  used  by  the 
Commission  in  its  deliberations,  including  the  find- 
ings of  ProPAC's  data  analysis  of  hospital  outpa- 
tient surgery  costs.  (4/89) 


C-89-02:  Payment  Rates  for  Hospitals 
Redesignated  from  Rural  to  Urban:  Analysis 
and  Recommendations 

The  Technical  and  Miscellaneous  Revenue  Act  of 
1988  required  ProPAC  to  study  and  report  to  Con- 
gress on  ( 1 )  appropriate  payment  under  PPS  for 
hospitals  located  in  certain  rural  counties  that  were 
redesignated  as  urban  under  section  4005  of 
Omnibus  Budget  Reconcilation  of  1987,  and  (2) 
the  appropriate  treatment  of  the  wage  and  wage- 
related  costs  of  these  hospitals  in  computing  area 
hospital  wage  indexes  for  the  affected  urban  and 
rural  areas.  This  study  focuses  on  the  financial 
impact  of  various  policy  options  on  both  the  redes- 
ignated hospitals  and  on  other  hospitals  located  in 
the  affected  urban  and  rural  areas.  (8/89) 

C-89-03:  Adjustment  to  the  Non-Labor-Related 
Portion  of  the  Standardized  Amounts 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  analyze  the  feasibility  and 
appropriateness  of  a  geographic  adjustment  to  the 
non-labor-related  portion  of  the  PPS  standardized 
amounts.  Price  data  for  non-labor  components  of 
the  hospital  market  basket  are  compiled  from  avail- 
able data  sources  in  order  to  determine  whether 
non-labor  prices  vary  by  geographic  area.  The 
report  contains  this  information  and  the  Commis- 
sion's determination  whether  such  an  adjustment  is 
feasible  and  appropriate.  (8/89) 

C-90-01:  Payments  to  Rural  Sole  Community 
and  Small  Rural  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  submit  a  report  to  Con- 
gress on  the  feasibility  and  desirability  of  (1)  using 
a  cost-based  reimbursement  system  for  paying 
small  rural  hospitals  and  sole  community  hospitals, 
(2)  using  alternative  definitions  of  market  share  to 
determine  eligibility  for  sole  community  hospital 
classification,  and  (3)  accounting  for  decreases  in 
admissions  in  determining  payments  to  small  rural 
hospitals  or  their  costs.  (5/90) 

Medicare-Dependent  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  study  the  appropriate- 
ness of  making  an  adjustment  to  Medicare  pay- 
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ments  to  hospitals  that  treat  a  high  proportion  of 
Medicare  discharges.  Information  on  this  topic  was 
included  in  ProPAC's  June  1990  report,  Medicare 
Prospective  Payment  and  the  American  Health 
Care  System.  (6/90) 

Financial  Status  of  High  Case-Mix  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  study  the  financial  sta- 
tus of  high  case-mix  hospitals  with  special  atten- 
tion devoted  to  capital  investment.  Information  on 
this  topic  was  included  in  ProPAC's  June  1990 
report,  Medicare  Prospective  Payment  and  the 
American  Health  Care  System.  (6/90) 

C-90-02:  Payments  for  Services  in  Hospital 
Outpatient  Departments 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  submit  a  report  to  Con- 
gress on  (1)  the  sources  of  growth  in  spending  for 
hospital  outpatient  service,  (2)  the  difference 
between  the  costs  of  delivering  services  in  a  hospi- 
tal outpatient  department  as  opposed  to  other 
appropriate  setting,  and  (3)  the  effects  of  allocation 
of  capital  costs  on  outpatient  costs  and  the  extent  to 
which  hospital  outpatient  costs  were  affected  by 
PPS  implementation  and  increased  review  of  such 
services  by  Peer  Review  Organizations.  (7/90) 

1 

Area  Wage  Index 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  ProPAC  to  examine  available  data  from 
states  and  other  sources  measuring  earnings  and 
paid  hours  of  employment  of  hospital  workers  by 
occupational  category.  The  impact  of  variation  in 
occupational  mix  on  the  computation  of  the  area 
wage  index  is  included.  Information  on  this  topic 
I  was  included  in  ProPAC's  June  1991  report,  Medi- 
care Prospective  Payment  and  The  American 
Health  Care  System. 

Nurse  Practitioners  and  Other 
Non-Physician  Providers 

The  Senate  Committee  on  Appropriations  asked 
that  ProPAC  study  the  use  of  nurse  practitioners  and 
other  non-physician  providers  in  settings  other  than 
acute  care  facilities  and  long-term  care  institutions. 
Information  on  this  topic  was  included  in  ProPAC's 
June  1991  report,  Medicare  Prospective  Payment 
and  the  American  Health  Care  System.  (6/91) 


C-91-01:  The  Commission's  Views  on  Capital 
Payment  Policy 

This  report  summarizes  the  Commission's  analyses 
of  hospital  capital  costs  and  views  on  Medicare's 
capital  payment  policy.  ProPAC's  objectives  for 
evaluating  capital  payment,  along  with  supporting 
data  and  opinions,  are  presented.  The  Commission 
also  comments  on  the  Secretary  of  Health  and 
Human  Services'  prospective  payment  proposal. 
(5/91) 

C-91-02:  Medicaid  Hospital  Payment 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  the  Commission  to  conduct  a  study  of 
Medicaid  hospital  payment  rates.  The  study 
should  examine  the  relationship  between  Medi- 
caid and  Medicare  payments,  and  the  financial 
condition  of  the  hospitals  receiving  Medicaid  pay- 
ments. Special  attention  will  be  given  to  hospitals 
in  urban  areas  that  treat  large  numbers  of  people 
eligible  for  Medicaid  and  other  low-income  per- 
sons. (10/91) 

C-91-03:  Rural  Hospitals  Under  Medicare's 
Prospective  Payment  System 

The  Senate  Committee  on  Appropriations  request- 
ed a  report  examining  the  changes  made  in  rural 
hospital  payment  policies  and  their  fiscal  impacts. 
The  report  includes  analysis  of  the  impact  of  1991 
payment  rules  on  1984  and  1989  hospital  margins 
and  assesses  the  relative  importance  of  individual 
policy  changes.  In  addition,  ProPAC  was  requested 
to  study  the  effect  of  low  volume  on  overhead  costs 
and  payments.  The  report  includes  a  discussion  of 
the  relationship  between  volume  and  financial  per- 
formance, and  case  mix  and  performance.  The  ade- 
quacy of  national  DRG  weights  for  rural  hospitals 
and  differences  between  sole  community  and  other 
small  rural  hospitals'  characteristics  and  financial 
condition  are  also  discussed.  Finally,  the  report 
includes  a  profile  of  services  offered  by  rural  hos- 
pitals. (10/91) 

C-91-04:  Passthrough  Payments  for  Hemophilia 
Inpatients 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Commission  to  submit  a  report  to  Con- 
gress that  contains  recommendations  on  paying  for 
the  cost  of  administering  blood  clotting  factors  to 
individuals  wim  hemophilia.  (6/91) 
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Pending 

Analysis  of  the  Secretary's  Legislative  Proposal 
Eliminating  Separate  Average  Standardized 
Amounts 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Secretary  of  Health  and  Human  Ser- 
vices to  prepare  a  legislative  proposal  eliminating 
separate  average  standardized  amounts  for  hospi- 
tals located  in  large  urban,  other  urban,  and  rural 
areas.  It  also  directed  ProPAC  to  submit  a  report  to 
Congress  analyzing  this  proposal  and  its  impact  on 
hospitals.  (This  report  will  be  issued  after  the  Sec- 
retary's proposal  becomes  available.) 

Medicare  Payment  for  Hospital  Outpatient 
Services:  The  Views  of  the  Prospective 
Payment  Assessment  Commission 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  the  Secretary  of  Health  and  Human  Ser- 
vices to  develop,  by  September  1,  1991,  a  model 
system  for  Medicare  payment  of  hospital  outpatient 
services.  The  Commission  is  required  submit  an 
analysis  of  and  comments  on  the  proposal  to  the 
Committee  on  Finance  of  the  Senate  and  the 
Committee  on  Ways  and  Means  and  Energy  and 
Commerce  of  the  House  of  Representatives.  (3/92) 

Prospective  Payment  System  for  Skilled 
Nursing  Facilities 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  the  Secretary  of  Health  and  Human  Ser- 
vices to  develop  a  proposal  to  modify  the  current 
system  under  which  skilled  nursing  facilities 
receive  payment  for  extended  care  services  under 
Part  A  of  the  Medicare  program  or  to  develop  a 
proposal  to  replace  such  system  with  a  system 
under  which  such  payments  would  be  made  on  a 
basis  of  prospectively  determined  rates.  The  Com- 
mission is  required  to  submit  an  analysis  of  and 
comments  on  the  proposal  to  the  Committee  on 
Finance  of  the  Senate  and  the  Committee  on  Ways 
and  Means  and  Energy  and  Commerce  of  the 
House  of  Representatives.  (3/92) 

Study  of  End-Stage  Renal  Disease  Composite 
Rates 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  the  Commission  to  conduct  a  study  to 


determine  the  costs,  services,  and  profits  associated 
with  various  modalities  of  dialysis  treatments  pro- 
vided to  end-stage  renal  disease  patients.  This 
study  will  be  the  basis  for  recommendations 
regarding  the  method  and  level  of  payments  for  the 
facility  component  of  dialysis  services  beginning  in 
fiscal  year  1993.  The  methodology  to  be  used  to 
update  payment  for  subsequent  fiscal  years  should 
also  be  included.  As  part  of  its  annual  March 
report,  starting  with  fiscal  year  1993,  ProPAC  is 
required  to  report  its  recommendations  to  Congress 
on  an  appropriate  payment  update  factor.  (6/92) 

Development  of  National  Prospective 
Payment  Rates  for  Current  Non-PPS  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  the  Secretary  of  Health  and  Human  Ser- 
vices to  develop  a  proposal  to  modify  the  current 
system  under  which  hospitals  that  are  not  subsec- 
tion (d)  hospitals  (as  defined  in  section 
1886(d)(1)(B)  of  the  Social  Security  Act)  receive 
payment  for  the  operation  and  capital-related  costs 
of  inpatient  hospital  services  under  Part  A  of  the 
Medicare  program  or  a  proposal  to  replace  such 
system  with  a  system  under  which  such  payments 
would  be  made  on  the  basis  of  nationally  deter- 
mined average  standardized  amounts.  The  Com- 
mission is  required  submit  an  analysis  of  and 
comments  on  the  proposal  to  the  Committee  on 
Finance  of  the  Senate  and  the  Committee  on  Ways 
and  Means  and  Energy  and  Commerce  of  the 
House  of  Representatives.  (6/92) 

Prospective  Payment  System  for  Home 
Health  Services 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  the  Secretary  of  Health  and  Human  Ser- 
vices to  develop  a  proposal  to  modify  the  current 
system  under  which  Medicare  pays  for  home  health 
services  or  a  proposal  to  replace  such  system  with  a 
system  under  which  such  payments  would  be  made 
on  the  basis  of  prospectively  determined  rates.  The 
Commission  is  required  to  submit  an  analysis  of 
and  comments  on  the  proposal  to  the  Committee  on 
Finance  of  the  Senate  and  the  Committee  on  Ways 
and  Means  and  Energy  and  Commerce  of  the 
House  of  Representatives.  (3/94) 
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Stuart  H.  Altman,  Chairman 

Stuart  H.  Altman  is  dean  of  the  Florence  Heller 
Graduate  School  for  Social  Policy,  chairman  of  the 
board  of  the  Bigel  Institute  for  Health  Policy,  and 
Sol  C.  Chaikin  Professor  of  National  Health  Policy 
at  Brandeis  University.  An  economist  whose 
research  interests  are  primarily  in  the  area  of  Federal 
health  policy,  he  has  been  at  Brandeis  since  1977. 
Between  1971  and  1976,  Dean  Altman  was  deputy 
assistant  secretary  for  planning  and  evalua- 
tion/health at  the  Department  of  Health,  Education 
and  Welfare  (now  the  Department  of  Health  and 
Human  Services).  From  1973  to  1974,  he  also 
served  as  the  deputy  director  for  health  of  the  Pres- 
ident's Cost  of  Living  Council,  where  he  was 
responsible  for  developing  the  council's  program 
on  health  care  cost  containment.  Dean  Altman  is  a 
member  of  the  Institute  of  Medicine  of  the  National 
Academy  of  Sciences  and  former  member  of  its 
governing  council,  and  serves  on  the  board  of  Beth 
Israel  Hospital  (Boston).  He  is  a  past  president  of 
the  Association  for  Health  Services  Research  and  a 
former  board  member  of  The  Robert  Wood  John- 
son Clinical  Scholars  Program.  He  has  testified 
before  the  Congress  on  a  wide  range  of  health  poli- 
cy issues  and  has  written  an  array  of  articles  in  the 
field.  Dean  Altman  received  both  an  MA.  and  a 
Ph.D.  in  economics  from  the  University  of  Califor- 
nia (Los  Angeles). 

Richard  A.  Berman 

Richard  A.  Berman  is  president,  North  America, 
of  Howe-Lewis  International.  Before  joining 
Howe-Lewis,  he  was  a  vice  president  of  Korn/ 
Ferry  International  responsible  for  the  health  care 
practice  in  the  firm's  Eastern  region.  Mr.  Berman 
was  previously  a  practice  leader  for  health  care  at 
McKinsey  &  Company,  Inc.  In  addition,  he  serves 
several  organizations,  including  the  New  York  Uni- 
versity Mayor's  Management  Advisory  Committee 
and  New  York  State's  Health  Care  Financing 
Council.  Mr.  Berman  was  the  executive  vice  presi- 
dent of  New  York  University  Medical  Center  from 
1983  to  1986  and  a  professor  in  health  care  man- 
agement at  the  university's  School  of  Medicine.  He 


was  a  cabinet  official  for  New  York  State  from 
1977  to  1982,  first  as  director  of  the  New  York 
State  Office  of  Health  Systems  Management  and 
later  as  the  commissioner  of  the  Division  of  Hous- 
ing and  Community  Renewal.  Prior  to  these 
responsibilities,  he  held  positions  with  the  New 
York  Hospital/Cornell  University  Medical  Center, 
The  Robert  Wood  Johnson  Foundation,  The  Com- 
monwealth Fund,  and  the  University  of  Utah  Hos- 
pital. He  was  elected  as  a  member  of  the  Institute 
of  Medicine  of  the  National  Academy  of  Sciences 
and  is  a  Fellow  of  the  American  College  of  Health 
Care  Executives.  Mr.  Berman  has  published  many 
articles  in  the  health  care  field.  He  received  B.A., 
M.B.A.,  and  M.H.A.  degrees  from  the  University 
of  Michigan. 


James  D.  Bernstein 

James  D.  Bernstein  has  been  director  of  the 
North  Carolina  Office  of  Rural  Health  and 
Resources  Development  since  its  inception  in 
1973.  He  also  serves  as  president  of  the  nonprofit 
North  Carolina  Foundation  for  Alternative  Health 
Programs,  founded  in  1983.  In  addition,  Mr. 
Bernstein  since  1970  has  been  a  research  associ- 
ate for  the  Cecil  Sheps  Center  for  Health  Services 
Research  at  the  University  of  North  Carolina  at 
Chapel  Hill.  Before  coming  to  North  Carolina,  he 
administered  a  40-bed  hospital  and  eight  health 
centers  for  the  Santa  Fe  Service  Unit  of  the  Indian 
Health  Service.  Mr.  Bernstein  has  held  a  variety  of 
professional  positions,  including  chairman  of  the 
Rural  Health  Care  Advisory  Panel  of  the  Office  of 
Technology  Assessment,  vice  chairman  of  the 
North  Carolina  Health  Insurance  Trust  Commis- 
sion, chairman  of  the  rural  health  steering  commit- 
tee of  the  National  Academy  for  State  Health 
Policy,  and  member  of  the  national  advisory  com- 
mittee for  The  Robert  Wood  Johnson  Foundation 
Hospital-Based  Rural  Health  Care  Program.  He  has 
been  a  consultant  on  projects  related  to  indigent 
care,  practice  pattern  variations,  and  cost-effective 
medical  care.  Mr.  Bernstein  received  a  B.A.  from 
the  Johns  Hopkins  University  and  an  M.H.A.  from 
the  University  of  Michigan. 
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Curtis  C.  Erickson 

Curtis  C.  Erickson  is  president  emeritus  and 
senior  consultant  with  Great  Plains  Health 
Alliance,  Inc.,  of  Phillipsburg,  Kansas.  He  served 
as  president  and  CEO  of  this  organization  from 
1959  to  1990  and  as  assistant  director  from  1955  to 
1959.  Having  served  the  American  Hospital  Asso- 
ciation (AHA)  in  many  capacities,  he  became 
chairman  of  Regional  Advisory  Board  6  and  was  a 
trustee  from  1987  to  1990.  He  has  also  chaired 
AHA's  advisory  panel  to  the  Center  for  Small  or 
Rural  Hospitals  and  has  been  a  member  of  the 
Council  on  Management,  the  Council  on  Federal 
Relations,  and  a  representative  to  the  House  of  Del- 
egates. President  of  the  Lutheran  Hospital  Associa- 
tion of  America  from  1974  to  1975,  Mr.  Erickson 
was  also  on  the  board  of  trustees  from  1972  to 
1982.  He  was  president  of  the  Kansas  Hospital 
Association  from  1965  to  1966,  a  member  of  the 
board  of  governors  of  the  Healthcare  Stabilization 
Fund  for  the  Kansas  Department  of  Insurance,  and 
past  district  governor  of  Rotary  International.  From 
1983  to  1986,  Mr.  Erickson  served  on  The  Robert 
Wood  Johnson  Foundation's  National  Advisory 
Committee  for  the  Rural  Hospital  Program  of 
Extended  Care  Services.  Mr.  Erickson  is  a  member 
of  the  American  College  of  Healthcare  Executives. 
From  1951  to  1955,  he  served  in  the  U.S.  Air 
Force.  He  received  a  B.S.  in  business  administra- 
tion from  Fort  Hays  Kansas  State  University  in 
1951. 


William  D.  Fullerton 

William  D.  Fullerton  is  an  adjunct  professor  in 
the  School  of  Medicine,  University  of  North  Car- 
olina at  Chapel  Hill.  From  1978  to  1984,  he  was 
principal  and  president  of  Health  Policy  Alterna- 
tives, Inc.,  where  he  is  now  a  part-time  consultant. 
The  first  deputy  administrator  of  the  Health  Care 
Financing  Administration  (1977-78),  Mr.  Fullerton 
was  also  a  special  consultant  to  the  Secretary  of  the 
Department  of  Health,  Education  and  Welfare.  He 
served  as  chief  of  the  professional  health  staff, 
Committee  on  Ways  and  Means,  U.S.  House  of 
Representatives,  from  1970  to  1976.  Mr.  Fullerton 
was  the  first  executive  secretary  of  the  Health 
Insurance  Benefits  Advisory  Council  in  1965-66. 
Before  that,  he  held  various  positions  in  the  Social 
Security  Administration.  He  is  a  member  of  the 


Institute  of  Medicine  of  the  National  Academy  of 
Sciences  and  a  member  of  the  National  Academy 
of  Social  Insurance.  Mr.  Fullerton  received  a  B.A. 
from  the  University  of  Rochester. 

William  S.  Hoffman 

William  S.  Hoffman  has  been  director  of  the 
Social  Security  Department  of  the  International 
Union  of  the  U.A.W.  since  1984.  Previously,  he 
was  the  assistant  director  and  a  consultant  to  the 
department.  Mr.  Hoffman  is  also  director  of  the 
Michigan  Health  and  Social  Security  Research 
Institute,  Inc.,  where  from  1973  to  1980  he  was  a 
senior  research  associate.  An  active  participant  in 
national  and  state  health  care  issues,  Mr.  Hoffman 
has  served  on  the  Michigan  Certificate  of  Need 
Commission,  the  Department  of  Health  and  Human 
Services's  Council  on  Graduate  Medical  Education, 
the  Department  of  Labor's  Advisory  Council  on 
Employee  Welfare  and  Pension  Benefit  Plans,  the 
Governor's  Task  Force  on  Access  to  Health  Care  in 
Michigan,  and  on  the  study  committees  of  the  Insti- 
tute of  Medicine  of  the  National  Academy  of  Sci- 
ences. He  is  a  member  of  the  National  Academy  of 
Social  Insurance  and  an  adjunct  professor  of  soci- 
ology at  Wayne  State  University.  Mr.  Hoffman  has 
written  and  spoken  extensively  on  such  issues  as 
the  use  of  prepaid  mental  health  care  services  and 
organized  labor's  perspective  on  current  health  care 
issues  and  legislation.  He  received  a  B.A.  in  psy- 
chology from  Otterbein  College  and  M.A.  and 
Ph.D.  degrees  in  sociology  from  Wayne  State  Uni- 
versity. 

Clark  E.  Kerr 

Clark  E.  Kerr  is  vice  president  of  government 
relations.  Bank  of  America.  He  is  also  president  of 
the  California  Business  Group  on  Health,  where  he 
manages  the  legislative  agenda.  In  addition,  he  is 
acting  chairman  of  the  California  Health  Policy  and 
Data  Advisory  Commission,  and  chairman  of  the 
Users  Group  of  the  National  Committee  for  Quality 
Assurance.  Mr.  Kerr  serves  on  the  board  of  direc- 
tors of  the  Washington  Business  Group  on  Health, 
and  he  co-chairs  several  health  committees.  Prior 
Bank  of  America  positions  include  manager  of  cor- 
porate health  programs,  manager  of  benefits  plan- 
ning, manager  of  corporate  training,  and  positions 
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in  marketing  and  world  banking  financial  services. 
Mr.  Kerr  received  an  M.B.A.  in  marketing  from  the 
University  of  California  at  Berkeley. 


James  R.  Kimmey 

James  R.  Kimmey  is  dean  of  the  School  of  Public 
Health  and  professor  of  public  health  at  the  St. 
Louis  University  Medical  Center,  as  well  as  a 
professor  of  community  medicine  at  the  St.  Louis 
University  School  of  Medicine.  In  addition,  Dr. 
Kimmey  has  taught  at  the  University  of  Wisconsin, 
Johns  Hopkins  University,  New  York  University, 
and  Columbia  University.  He  was  administrator  of 
the  Division  of  Health  Policy  and  Planning  of  the 
state  of  Wisconsin  and  executive  director  of  the 
American  Public  Health  Association  in  New  York 
and  Washington.  Dr.  Kimmey  served  as  president 
of  the  American  Health  Planning  Association 
(1980-81)  and  was  a  member  of  the  board  of  direc- 
tors. Former  editor  of  Health  Planning  Memoran- 
dum and  managing  editor  of  the  American  Journal 
of  Public  Health,  he  has  written  extensively  on 
health  planning  and  other  health  policy  topics.  Dr. 
Kimmey  received  B.S.,  M.S.,  and  M.D.  degrees 
from  the  University  of  Wisconsin  and  an  M.P.H. 
from  the  University  of  California. 


David  A.  Kindig 

David  A.  Kindig  is  director  of  Programs  in 
Health  Management  and  professor  of  preventive 
medicine  at  the  University  of  Wisconsin-Madison 
School  of  Medicine.  He  has  also  served  as  vice 
chancellor  for  health  sciences  at  the  university. 
Among  Dr.  Kindig's  other  academic  appointments 
are  visiting  professor  at  the  Beijing  Medical  Uni- 
versity, School  of  Public  Health.  Dr.  Kindig  was 
director  of  Montefiore  Hospital  and  Medical  Center 
(1976-80)  and  deputy  director  of  the  Bureau  of 
Health  Manpower,  U.S.  Department  of  Health, 
Education  and  Welfare  (1974-76).  He  is  on  the 
Dissemination  Study  Section  of  the  Agency  for 
Health  Care  Policy  and  Research  and  the  board  of 
directors  of  the  Association  of  University  Programs 
in  Health  Administration.  He  has  also  served  on  the 
state  of  Wisconsin's  Council  for  Uninsured  Health 
Care  Programs  and  chaired  the  Wisconsin  Gover- 
nor's Task  Force  on  AIDS.  A  member  of  the  edito- 
rial board  of  Medical  Care  Review,  Dr.  Kindig  has 


written  extensively  on  both  medical  and  health 
policy  issues.  He  received  a  B.A.  from  Carleton 
College  and  M.D.  and  Ph.D.  degrees  from  the  Uni- 
versity of  Chicago  School  of  Medicine. 


Larry  L.  Mathis 

Larry  L.  Mathis  is  president  and  chief  executive 
officer  of  The  Methodist  Hospital  System  in  Hous- 
ton, Texas,  which  includes  10  member  corporations 
and  The  Methodist  Hospital.  He  has  held  this  posi- 
tion since  1983.  Before  that,  Mr.  Mathis  held  a 
number  of  positions  at  The  Methodist  Hospital.  Mr. 
Mathis  is  chairman-elect  of  the  board  of  trustees  of 
the  American  Hospital  Association  and  serves  on 
its  executive  committee.  He  is  also  governor  of  the 
American  College  of  Healthcare  Executives.  Mr. 
Mathis  is  former  chairman  of  both  The  Greater 
Houston  Hospital  Council  and  the  Texas  Hospital 
Association.  He  is  a  former  member  of  the  admin- 
istrative board  of  the  Association  of  American 
Medical  Colleges's  Council  of  Teaching  Hospitals, 
and  chaired  the  National  Advisory  Council  on 
Health  Care  Technology  Assessment  from  1985  to 
1988.  Mr.  Mathis  was  also  a  consultant  to  the  Min- 
istry of  Education  and  Culture  in  Brazil  and  served 
in  the  U.S.  Army  from  1965  to  1970.  Mr.  Mathis 
received  a  B.A.  in  social  sciences  from  Pittsburgh 
State  University  in  Kansas  and  an  M.H.A.  from 
Washington  University. 


Kathryn  M.  Mershon 

Kathryn  M.  Mershon  is  senior  vice  president, 
administration  at  Humana,  Inc.,  a  position  she  has 
held  since  1990.  Previously  she  served  as  senior 
vice  president,  nursing.  She  holds  an  adjunct  assist- 
ant professorship  of  nursing  at  Spalding  University. 
From  1971  to  1980,  Ms.  Mershon  was  associate 
executive  director,  nursing  at  St.  Joseph  Infirmary 
(now  Humana  Hospital  Audubon)  in  Louisville, 
Kentucky.  Before  that,  she  was  a  clinical  nursing 
specialist  at  St.  Joseph  Infirmary,  clinical  instructor 
at  St.  Francis  Xavier  Hospital  School  of  Nursing, 
and  a  staff  nurse.  She  has  a  distinguished  list  of 
professional  and  community  activities,  including 
board  of  governors  of  the  Federation  of  American 
Health  Systems,  board  member  of  the  National 
League  for  Nursing,  and  editorial  review  board  of 
Nursing  &  Health  Care.  She  is  a  former  trustee  of 
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Spalding  University  and  a  member  of  the  advisory 
board  of  the  University  of  Louisville's  School  of 
Nursing.  Ms.  Mershon  also  served  on  the 
Louisville  Board  of  Health  and  on  the  board  of 
governors  of  Louisville  General  Hospital.  She  has 
made  numerous  public  presentations  on  a  variety  of 
nursing-related  issues.  Ms.  Mershon  received  a 
B.S.  in  nursing  from  Spalding  University  and  an 
M.S.  in  nursing  from  St.  Louis  University. 


Donald  R.  Oder 

Donald  R.  Oder  is  senior  vice  president  and 
chief  operating  officer  of  Rush-Presbyterian-St. 
Luke's  Medical  Center  in  Chicago,  where  he  for- 
merly was  senior  vice  president.  Before  that,  he 
was  audit  manager  with  Arthur  Andersen  &  Co.  in 
Chicago.  Mr.  Oder  has  held  various  academic 
appointments  and  is  currently  professor  in  the 
Department  of  Health  Systems  Management  at  the 
Rush  University  College  of  Health  Sciences.  He  is 
a  member  of  and  has  held  leadership  positions  in 
several  professional  associations,  including  the 
American  College  of  Healthcare  Executives,  the 
American  Hospital  Association,  the  Illinois  Hospi- 
tal Association,  Voluntary  Hospitals  of  America, 
the  American  Institute  of  Certified  Public  Accoun- 
tants, and  the  Illinois  CPA.  Society.  He  has  served 
on  the  board  of  directors  of  the  Better  Business 
Bureau  of  Metropolitan  Chicago,  Inc.,  and  on  the 
occupational  health  committee  of  the  Chicago 
Association  of  Commerce  and  Industry.  Mr.  Oder 
received  a  B.S.  from  Wichita  State  University,  a 
CPA.  certificate  from  the  University  of  Illinois, 
and  an  M.B.A.  from  the  University  of  Chicago. 


Elliott  C.  Roberts,  Sr. 

Elliott  C.  Roberts,  Sr.,  is  chief  executive  officer 
of  the  Medical  Center  of  Louisiana  at  New  Orleans 
(formerly  Charity  Hospital  at  New  Orleans),  a  posi- 
tion he  has  held  since  1984.  In  this  capacity,  he 
assisted  in  the  implementation  of  the  reorganization 
of  the  Louisiana  State  Department  of  Health  and 
Human  Resources,  which  ultimately  became  the 
Louisiana  Health  Care  Authority.  Mr.  Roberts 
holds  an  assistant  professorship  in  the  Department 
of  Public  Health  and  Preventive  Medicine 
at  Louisiana  State  University  Medical  School.  He 
is  also  a  preceptor  in  the  Department  of  Health 


Systems  Management  at  Tulane  University  School 
of  Public  Health  and  Tropical  Medicine.  From 
1980  to  1984,  Mr.  Roberts  was  chief  executive  offi- 
cer of  Cook  County  Hospital  in  Chicago.  Before 
that,  he  was  vice  president  and  associate  project 
director  for  Hyatt  Medical  Management  Services, 
as  well  as  commissioner  of  hospitals  and  executive 
director  of  Detroit  General  Hospital.  Mr.  Roberts 
served  as  executive  director  at  both  Harlem  Hospi- 
tal Center  (1969-72)  and  Mercy  Douglass  Hospital 
in  Philadelphia  (1965-69).  An  active  member  of 
the  American  Hospital  Association  (AHA),  Mr. 
Roberts  served  on  its  board  of  trustees  for  five 
years  as  well  as  on  the  nominating  committee, 
House  of  Delegates,  and  in  other  capacities.  He  is 
currently  chairman  of  the  Metropolitan  Hospital 
Constituency  Section  of  the  AHA.  Mr.  Roberts  has 
held  similar  positions  of  responsibility  at  the 
National  Association  of  Public  Hospitals  and  the 
Association  of  American  Medical  Colleges/Council 
on  Teaching  Hospitals.  In  addition  to  many  other 
appointments,  Mr.  Roberts  served  on  the  Secre- 
tary's Commission  on  Nursing,  Department  of 
Health  and  Human  Services.  He  received  an  M.A. 
in  business  administration-hospital  administration 
from  the  George  Washington  University. 

J.  Michael  Sadaj 

J.  Michael  Sadaj  has  been  medical  director  of 
respiratory  care  services  and  an  active  staff 
member  at  St.  James  Community  Hospital  in  Butte, 
Montana,  since  1979.  He  is  currently  secretary- 
treasurer  of  the  medical  staff  there  as  well.  In 
addition,  Dr.  Sadaj  practices  with  the  Rocky  Moun- 
tain Service  Corporation,  specializing  in  internal 
medicine  and  pulmonary  diseases.  Dr.  Sadaj  for- 
merly was  medical  director  of  respiratory  therapy 
at  Silver  Bow  General  Hospital  in  Butte.  He  served 
on  the  executive  committee  and  the  infection  con- 
trol committee  of  both  hospitals.  Dr.  Sadaj  also 
chaired  the  medical  section  at  St.  James  Communi- 
ty Hospital  (1980-83)  and  at  Silver  Bow  General 
Hospital  (1980-81).  From  1974  to  1979,  Dr.  Sadaj 
was  a  resident  in  internal  medicine  and  a  Fellow  in 
pulmonary  diseases  at  the  University  of  Nebraska 
Medical  Center  in  Omaha.  He  has  been  a  member 
of  and  held  leadership  positions  in  several  organi- 
zations, including  the  Nebraska  Medical  Associa- 
tion, American  Medical  Association,  Montana 
Medical  Association,  and  Montana  Professional 
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Assistance  Program.  In  1984,  he  was  elected  to  a 
local  government  study  commission.  Dr.  Sadaj 
received  B.S.  and  M.D.  degrees  from  the  University 
of  Nebraska  Medical  Center. 


Leonard  D.  Schaeffer 

Leonard  D.  Schaeffer  is  chairman  of  the  board 
and  chief  executive  officer  of  Blue  Cross  of  Cali- 
fornia. He  came  to  Blue  Cross  from  his  position  as 
president  of  Group  Health,  Inc.  Mr.  Schaeffer  was 
formerly  executive  vice  president  and  chief  operat- 
ing officer  of  the  Student  Loan  Marketing  Associa- 
tion. He  served  as  administrator  of  the  Health  Care 
Financing  Administration,  Department  of  Health 
and  Human  Services,  and  as  assistant  secretary  for 
management  and  budget  in  the  Department  of 
Health,  Education  and  Welfare.  Before  that,  Mr. 
Schaeffer  was  vice  president  of  Citibank,  N.A.  He 
has  held  various  positions  with  the  state  of  Illinois, 
including  director  of  the  Bureau  of  Budget,  head  of 
the  State  Planning  Office,  chairman  of  the  Illinois 
Capital  Development  Board,  and  deputy  director 
for  management,  Illinois  Department  of  Mental 
Health  and  Developmental  Disabilities.  He  was 
previously  vice  president  of  a  private  investment 
banking  firm  and  a  consultant  for  Arthur  Andersen 
&  Co.  A  Kellogg  Fellow,  Mr.  Schaeffer  is  a  mem- 
ber of  the  board  of  the  University  of  Southern  Cali- 
fornia, School  of  Public  Administration;  the 
Cultural  Foundation;  Town  Hall  of  California; 
United  Way;  and  Managed  Healthcare .  Mr. 
Schaeffer  is  also  an  International  Fellow  at  the 
King's  Fund  College,  London,  England.  He  was 
graduated  from  Princeton  University. 

J.  B.  Silvers 

J.  B.  Silvers  is  director  of  the  Health  Systems 
Management  Center  of  Case  Western  Reserve  Uni- 
versity. He  is  also  the  William  M.  and  Elizabeth  C. 
Treuhaft  Professor  of  Management  and  professor 
of  banking  and  finance  at  the  university's  Weather- 
head  School  of  Management,  and  professor  of 
epidemiology  and  biostatistics  at  the  School  of 
Medicine.  Before  joining  Case  Western  Reserve, 
Dr.  Silvers  was  a  faculty  member  at  the  business 
schools  of  Indiana,  Harvard,  and  Stanford.  At 
Harvard,  he  directed  the  Program  for  Financial 
Management  and  Strategy  in  Health  for  five  years 


and  served  on  the  faculty  of  the  Program  for  Health 
Systems  Management  for  10  years.  Dr.  Silvers 
served  the  Department  of  Health  and  Human  Ser- 
vices as  a  member  of  the  Secretary's  Commission 
on  Nursing  and  as  a  member  of  the  Health  Care 
Technology  Study  Section  of  the  National  Center 
for  Health  Services  Research.  During  1983-84,  he 
chaired  the  Governor's  Commission  on  Ohio 
Health  Care  Costs.  He  has  written  extensively  in 
the  fields  of  corporate  financial  management,  and 
health  care  and  hospital  finance.  He  also  serves  as  a 
consultant  or  adviser  to  numerous  private  organiza- 
tions. Dr.  Silvers  received  a  Ph.D.  in  finance  and 
economics  from  Stanford  University,  and  M.S.  and 
B.S.  degrees  from  Purdue  University  in  industrial 
administration  and  engineering,  respectively. 


Bruce  C.  Vladeck 

Bruce  C.  Vladeck  is  president  of  the  United 
Hospital  Fund  of  New  York.  Immediately  before 
joining  that  organization,  Dr.  Vladeck  was  assistant 
vice  president  of  The  Robert  Wood  Johnson  Foun- 
dation. From  1979  to  1982,  he  was  assistant 
commissioner  for  health  planning  and  resources 
development  of  the  New  Jersey  State  Department 
of  Health.  In  that  position,  he  was  director  of  the 
State  Health  Planning  and  Development  Agency, 
where  he  oversaw  the  implementation  of  New  Jer- 
sey's all-payer,  DRG-based  hospital  prospective 
payment  system.  Dr.  Vladeck  taught  for  four  and 
one-half  years  at  Columbia  University,  and  has 
served  on  the  adjunct  faculty  of  Rutgers,  Princeton, 
the  College  of  Medicine  and  Dentistry  of  New  Jer- 
sey, and  New  York  University.  He  is  the  author  of 
Unloving  Care:  The  Nursing  Home  Tragedy,  and 
has  written  numerous  articles  and  book  chapters  on 
health  policy,  health  care  finance,  and  health  poli- 
tics. He  is  a  member  of  the  board  of  directors  of  the 
New  York  City  Health  and  Hospitals  Corporation, 
the  executive  committee  of  the  New  York  Blood 
Center,  the  advisory  committee  to  the  Wagner 
School  of  Public  Service  of  New  York  University, 
the  visiting  committee  of  the  School  of  Manage- 
ment and  Urban  Policy  of  the  New  York  School  for 
Social  Research,  and  the  Institute  of  Medicine  of 
the  National  Academy  of  Sciences.  He  received  a 
bachelor's  degree  in  government  from  Harvard 
College  and  M.A.  and  Ph.D.  degrees  in  political 
science  from  the  University  of  Michigan. 


Appendix  D.  Statutory  Mandate  of 

the  Commission 


Congress  established  the  Prospective  Payment 
Assessment  Commission  (ProPAC)  in  Pub.  L.  98- 
21  (the  Social  Security  Amendments  of  1983)  on 
April  20,  1983.  The  current  responsibilities  of 
ProPAC  are  set  forth  in  sections  1862(a)  and  1886 
of  the  Social  Security  Act.  Further  responsibilities 
are  set  forth  in  various  Acts  and  conferences 
reports.  The  passages  of  the  relevant  legislative 
sources,  as  amended  through  1991,  follow. 

Section  1886(d)  of  the  Social  Security  Act 

(4)(C)(i)  The  Secretary  shall  adjust  the  classifi- 
cation and  weighting  factors  established  under  sub- 
paragraphs (A)  and  (B),  for  discharges  in  fiscal 
year  1988  and  at  least  annually  thereafter,  to  reflect 
changes  in  treatment  patterns,  technology,  and 
other  factors  which  may  change  the  relative  use  of 
hospital  resources. 

(ii)  For  discharges  in  fiscal  year  1990,  the  Secre- 
tary shall  reduce  the  weighting  factor  for  each 
diagnosis-related  group  by  1.22  percent. 

(iii)  Any  such  adjustment  under  clause  (i)  for 
discharges  in  a  fiscal  year  (beginning  with  fiscal 
year  1991)  shall  be  made  in  a  manner  that  assures 
that  aggregate  payments  under  this  subsection  for 
discharges  in  the  fiscal  year  are  not  greater  or  less 
than  those  that  would  have  been  made  for  dis- 
charges in  the  year  without  such  adjustment. 

(iv)  The  Secretary  shall  include  recommenda- 
tions with  respect  to  adjustments  to  weighting 
factors  under  clause  (i)  in  the  annual  report  to  Con- 
gress required  under  subsection  (e)(3)(B). 

Section  1886(e)(2)  through  (6)  of  the  Social 
Security  Act 

(2)(A)  The  Director  of  the  Congressional  Office 
of  Technology  Assessment  (hereinafter  in  this 
subsection  referred  to  as  the  "'Director"  and  the 
'"Office,"  respectively)  shall  provide  for  appoint- 
ment of  a  Prospective  Payment  Assessment  Com- 
mission (hereinafter  in  this  subsection  referred  to 


as  the  "Commission"),  to  be  composed  of  indepen- 
dent experts  appointed  by  the  Director  (without 
regard  to  the  provisions  of  title  5,  United  States 
Code,  governing  appointments  in  the  competitive 
service).  The  Commission  shall  review  the  applica- 
ble percentage  increase  factor  described  in  subsec- 
tion (b)(3)(B)  and  make  recommendations  to  the 
[Congress]  on  the  appropriate  percentage  change 
which  should  be  effected  for  hospital  inpatient  dis- 
charges under  subsections  (b)  and  (d)  for  fiscal 
years  beginning  with  fiscal  year  1986.  In  making 
its  recommendations,  the  Commission  shall  take 
into  account  changes  in  the  hospital  market-basket 
described  in  subsection  (b)(3)(B),  hospital  produc- 
tivity, technological  and  scientific  advances,  the 
quality  of  health  care  provided  in  hospitals  (includ- 
ing the  quality  and  skill  level  of  professional 
nursing  required  to  maintain  quality  care),  and 
long-term  cost-effectiveness  in  the  provision  of 
inpatient  hospital  services. 

(B)  In  order  to  promote  the  efficient  and  effec- 
tive delivery  of  high-quality  health  care  services, 
the  Commission  shall,  in  addition  to  carrying  out 
its  functions  under  subparagraph  (A),  study  and 
make  recommendations  for  each  fiscal  year  regard- 
ing changes  in  each  existing  reimbursement  policy 
under  this  title  under  which  payments  to  an  institu- 
tion are  based  upon  prospectively  determined  rates 
and  the  development  of  new  institutional  reim- 
bursement policies  under  this  title,  including  rec- 
ommendations related  to  payments  during  such 
fiscal  year  under  the  prospective  payment  system 
established  under  this  section  for  determining  pay- 
ments for  the  operating  costs  of  inpatient  hospital 
services,  including  changes  in  the  number  of  diag- 
nosis-related groups  used  to  classify  inpatient  hos- 
pitals discharges  under  subsection  (d),  adjustment 
to  such  groups  to  reflect  severity  of  illness,  and 
changes  in  the  methods  by  which  hospitals  are 
reimbursed  for  capital-related  costs,  together  with 
general  recommendations  on  the  effectiveness  and 
quality  of  health  care  delivery  systems  in  the  Unit- 
ed States  and  the  effects  on  such  systems  of  institu- 
tional reimbursements  under  this  title. 
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(C)  By  not  later  than  June  1  of  each  year,  the 
Commission  shall  submit  a  report  to  Congress  con- 
taining an  examination  of  issues  affecting  health 
care  delivery  in  the  United  States,  including  issues 
relating  to  — 

(i)  trends  in  health  care  costs; 

(ii)  the  financial  condition  of  hospitals  and  the 
effect  of  the  level  of  payments  made  to  hospitals 
under  this  title  on  such  condition; 

(iii)  trends  in  the  use  of  health  care  services; 

and 

(iv)  new  method  used  by  employers,  insurers, 
and  others  to  constrain  growth  in  health  care  costs. 

(3)  (A)  The  Commission  not  later  than  March  1, 
before  the  beginning  of  each  fiscal  year  (beginning 
with  fiscal  year  1989)  shall  report  its  recommenda- 
tions to  the  [Congress]  on  an  appropriate  change 
factor  which  should  be  used  for  inpatient  hospital 
services  in  that  fiscal  year,  together  with  its  general 
recommendations  under  paragraph  (2)(B)  regarding 
the  effectiveness  and  quality  of  health  care  delivery 
systems  in  the  United  States. 

(B)  The  Secretary,  not  later  than  April  1,  1987, 
for  fiscal  year  1988  and  not  later  than  March  1, 
before  the  beginning  of  each  fiscal  year  (beginning 
with  fiscal  year  1989),  shall  report  to  the  Congress 
the  Secretary's  initial  estimate  of  the  percentage 
change  that  the  Secretary  will  recommend  under 
paragraph  (4)  with  respect  to  that  fiscal  year. 

(4)  (A)  Taking  into  consideration  the  recommen- 
dations of  the  Commission,  the  Secretary  shall  rec- 
ommend for  each  fiscal  year  (beginning  with  fiscal 
year  1988)  an  appropriate  change  factor  for  inpa- 
tient hospital  services  for  discharges  in  that  fiscal 
year  which  will  take  into  account  amounts  neces- 
sary for  the  effective  delivery  of  medically  appro- 
priate and  necessary  care  of  high  quality.  The 
appropriate  change  factor  may  be  different  for  all 
large  urban  subsection  (d)  hospitals,  other  urban 
subsection  (d)  hospitals,  rural  subsection  (d)  hospi- 
tals, urban  subsection  (d)  Puerto  Rican  hospitals, 
rural  subsection  (d)  Puerto  Rican  hospitals,  and  all 
other  hospitals  and  units  not  paid  under  subsection 
(d),  and  may  vary  amount  such  other  hospitals  and 
units. 


(B)  In  addition  to  the  recommendation  made 
under  subparagraph  (A),  the  Secretary  shall,  taking 
into  consideration  the  recommendations  of  the 
Commission  under  paragraph  (2)(B),  recommend 
for  each  fiscal  year  (beginning  with  fiscal  year 
1992)  other  appropriate  changes  in  each  existing 
reimbursement  policy  under  this  title  under  which 
payments  to  an  institution  are  based  upon  prospec- 
tively determined  rates. 

(5)  The  Secretary  shall  cause  to  have  published 
in  the  Federal  Register,  not  later  than  — 

(A)  the  May  1  before  each  fiscal  year  (beginning 
in  fiscal  year  1986),  the  Secretary's  proposed  rec- 
ommendations under  paragraph  (4)  for  the  fiscal 
year  for  public  comment,  and 

(B)  the  September  1  before  such  fiscal  year  after 
such  consideration  of  public  comment  on  the  pro- 
posal as  is  feasible  in  the  time  available,  the  Secre- 
tary's final  recommendations  under  such  paragraph 
for  that  year. 

The  Secretary  shall  include  in  the  publication 
referred  to  in  subparagraph  (A)  for  a  fiscal  year  the 
report  of  the  Commission's  recommendations  sub- 
mitted under  paragraph  (3)  for  that  fiscal  year.  To 
the  extent  that  the  Secretary's  recommendations 
under  paragraph  (4)  differ  from  the  Commission's 
recommendations  for  the  fiscal  year,  the  Secretary 
shall  include  in  the  publication  referred  to  in  sub- 
paragraph (A)  an  explanation  of  the  Secretary's 
grounds  for  not  following  the  Commission's  rec- 
ommendations. 

(6)  (A)  The  Commission  shall  consist  of  17  indi- 
viduals. Members  of  the  Commission  shall  first  be 
appointed  no  later  than  April  1,  1984,  for  a  term  of 
three  years,  except  that  the  Director  may  provide 
initially  for  such  shorter  terms  as  will  insure  that 
(on  a  continuing  basis)  the  terms  of  no  more  than 
seven  members  may  expire  in  any  one  year. 

(B)  The  membership  of  the  Commission  shall 
include  individuals  with  national  recognition  for 
their  expertise  in  health  economics,  hospital  reim- 
bursement, hospital  financial  management,  and 
other  related  fields,  who  provide  a  mix  of  different 
professionals,  broad  geographic  representation,  and 
a  balance  between  urban  and  rural  representatives, 
including  physicians  and  registered  professional 
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nurses,  employers,  third  party  payers,  individuals 
skilled  in  the  conduct  and  interpretation  of  biomed- 
ical, health  services,  and  health  economics  research 
and  individuals  having  expertise  in  the  research 
and  development  of  technological  and  scientific 
advances  in  health  care. 

(C)  Subject  to  such  review  as  the  Office  deems 
necessary  to  assure  the  efficient  administration  of 
the  Commission,  the  Commission  may  — 

(i)  employ  and  fix  the  compensation  of  an  Exec- 
utive Director  (subject  to  the  approval  of  the  Direc- 
tor of  the  Office)  and  such  other  personnel  (not  to 
exceed  25)  as  may  be  necessary  to  carry  out  its 
duties  (without  regard  to  the  provisions  of  the  title 
5,  United  States  Code,  governing  appointments  in 
the  competitive  service); 

(ii)  seek  such  assistance  and  support  as  may  be 
required  in  the  performance  of  its  duties  from 
appropriate  Federal  departments  and  agencies; 

(iii)  enter  into  contracts  or  make  other  arrange- 
ments, as  may  be  necessary  for  the  conduct  of  the 
work  of  the  Commission  (without  regard  to  section 
3709  of  the  Revised  Statutes  (41  U.S.C.  5)); 

(iv)  make  advance,  progress,  and  other  payments 
which  relate  to  the  work  of  the  Commission; 

(v)  provide  transportation  and  subsistence  for 
persons  serving  without  compensation;  and 

(vi)  prescribe  such  rules  and  regulations  as  it 
deems  necessary  with  respect  to  the  internal  organi- 
zation and  operation  of  the  Commission. 

Section  10(a)(1)  of  the  Federal  Advisory  Com- 
mittee Act  shall  not  apply  to  any  portion  of  a 
Commission  meeting  if  the  Commission,  by 
majority  vote,  determines  that  such  portion  of  such 
meeting  should  be  closed. 

(D)  While  serving  on  the  business  of  the  Com- 
mission (including  travel-time),  a  member  of  the 
Commission  shall  be  entitled  to  compensation  at 
the  per  diem  equivalent  of  the  rate  provided  for 
level  IV  of  the  Executive  Schedule  under  section 
5315  of  title  5,  United  States  Code;  and  while  so 
serving  away  from  home  and  his  regular  place  of 
business,  a  member  may  be  allowed  travel 


expenses,  as  authorized  by  the  Chairman  of  the 
Commission.  Physicians  serving  as  personnel  of 
the  Commission  may  be  provided  a  physician 
comparability  allowance  by  the  Commission  in 
the  same  manner  as  Government  physicians  may 
be  provided  such  an  allowance  by  an  agency 
under  section  5948  of  title  5,  United  States  Code, 
and  for  such  purpose  subsection  (i)  of  such  sec- 
tion shall  apply  to  the  Commission  in  the  same 
manner  as  it  applies  to  the  Tennessee  Valley 
Authority.  For  purposes  of  pay  (other  than  pay  of 
members  of  the  Commission)  and  employment 
benefits,  rights,  and  privileges,  all  personnel  of 
the  Commission  shall  be  treated  as  if  they  were 
employees  of  the  United  States  Senate. 

(E)  In  order  to  identify  medically  appropriate 
patterns  of  health  resources  use  in  accordance  with 
paragraph  (2),  the  Commission  shall  collect  and 
assess  information  on  medical  and  surgical  proce- 
dures and  services,  including  information  on 
regional  variations  of  medical  practice  and  lengths 
of  hospitalization  and  on  other  patient-care  data, 
giving  special  attention  to  treatment  patterns  for 
conditions  which  appear  to  involve  excessively 
costly  or  inappropriate  services  not  adding  to  the 
quality  of  care  provided.  In  order  to  assess  the 
safety,  efficacy,  and  cost-effectiveness  of  new  and 
existing  medical  and  surgical  procedures,  the 
Commission  shall,  in  coordination  to  the  extent 
possible  with  the  Secretary,  collect  and  assess  fac- 
tual information,  giving  special  attention  to  the 
needs  of  updating  existing  diagnosis-related 
groups,  establishing  new  diagnosis-related  groups, 
and  making  recommendations  on  relative  weight- 
ing factors  for  such  groups  to  reflect  appropriate 
differences  in  resource  consumption  in  delivering 
safe,  efficacious,  and  cost-effective  care.  In  col- 
lecting and  assessing  information,  the  Commission 
shall  — 

(i)  utilize  existing  information,  both  published 
and  unpublished,  where  possible,  collected  and 
assessed  either  by  its  own  staff  or  under  other 
arrangements  made  in  accordance  with  this  para- 
graph; 

(ii)  carry  out,  award  grants  or  contracts  for,  origi- 
nal research  and  experimentation,  including  clinical 
research,  where  existing  information  is  inadequate 
for  the  development  of  useful  and  valid  guidelines 
by  the  Commission;  and 
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(iii)  adopt  procedures  allowing  any  interested 
party  to  submit  information  with  respect  to  medi- 
cal and  surgical  procedures  and  services  (includ- 
ing new  practices,  such  as  the  use  of  new 
technologies  and  treatment  modalities),  which 
information  the  Commission  shall  consider  in 
making  reports  and  recommendations  to  the  Sec- 
retary and  Congress. 

(F)  The  Commission  shall  have  access  to  such 
relevant  information  and  data  as  may  be  available 
from  appropriate  Federal  agencies  and  shall  assure 
that  its  activities,  especially  the  conduct  of  original 
research  and  medical  studies,  are  coordinated  with 
the  activities  of  Federal  agencies. 

(G)  (i)  The  Office  shall  have  unrestricted  access 
to  all  deliberations,  records,  and  data  of  the  Com- 
mission, immediately  upon  its  request. 

(ii)  In  order  to  carry  out  its  duties  under  this 
paragraph,  the  Office  is  authorized  to  expend  rea- 
sonable and  necessary  funds  as  mutually  agreed 
upon  by  the  Office  and  the  Commission.  The 
Office  shall  be  reimbursed  for  such  funds  by  the 
Commission  from  the  appropriations  made  with 
respect  to  the  Commission. 

(H)  The  Commission  shall  be  subject  to  periodic 
audit  by  the  General  Accounting  Office. 

(I)  (i)  There  are  authorized  to  be  appropriated 
such  sums  as  may  be  necessary  to  carry  out  the 
provision  of  this  paragraph. 

(ii)  Eighty-five  percent  of  such  appropriation 
shall  be  payable  from  the  Federal  Hospital  Insur- 
ance Trust  Fund,  and  15  percent  of  such  appropria- 
tion shall  be  payable  from  the  Federal 
Supplementary  Medical  Insurance  Trust  Fund. 

(J)  The  Commission  shall  submit  requests  for 
appropriations  in  the  same  manner  as  the  Office 
submits  requests  for  appropriations, but  amounts 
appropriated  for  the  Commission  shall  be  separate 
from  amounts  appropriated  for  the  Office. 

Section  1862(a)  of  the  Social  Security  Act 

(a)  Notwithstanding  any  other  provision  of  this 
title,  no  payment  may  be  made  under  part  A  or  part 
B  for  any  expenses  incurred  for  items  or  services — 


(1)(A)  which,  except  for  items  and  services 
described  in  subparagraph  (B),  (C),  or  (D),  are  not 
reasonable  and  necessary  for  the  diagnosis  or  treat- 
ment of  illness  or  injury  or  to  improve  the  function- 
ing of  a  malformed  body  member, 

(B)  in  the  case  of  items  and  services  described  in 
section  1 86 1  (s)(  1 0),  which  are  not  reasonable  and 
necessary  for  the  prevention  of  illness, 

(C)  in  the  case  of  hospice  care,  which  are  not 
reasonable  and  necessary  for  the  palliation  or  man- 
agement of  terminal  illness, 

(D)  in  the  case  of  clinical  care  items  and  services 
provided  with  the  concurrence  of  the  Secretary  and 
with  respect  to  research  and  experimentation  con- 
ducted by,  or  under  contract  with,  the  Prospective 
Payment  Assessment  Commission  or  the  Secretary, 
which  are  not  reasonable  and  necessary  to  carry  out 
the  purposes  of  section  1886(e)(6),... 

Section  1135(d)  of  the  Social  Security  Act 

(6)  (A)  The  Secretary  shall  develop  a  model  sys- 
tem for  payment  for  outpatient  hospitals  services 
other  than  ambulatory  surgery. 

(B)  The  Secretary  shall  submit  a  report  to  Con- 
gress on  the  model  payment  system  under  subpara- 
graph (A)  by  January  1,  1991. 

(7)  The  Secretary  shall  solicit  the  view  of  the 
Prospective  Payment  Assessment  Commission  in 
developing  the  systems  under  paragraphs  (1)  and 
(6)  and  shall  include  in  the  Secretary's  reports 
under  this  subsection  any  views  the  Commission 
may  submit  with  respect  to  such  systems. 

Section  9114  of  the  Consolidated  Omnibus  Bud- 
get Reconciliation  Act  of  1985,  Pub.  L.  99-272 

(a)  Disclosure  of  Information.  —  The  Secretary 
of  Health  and  Human  Services  shall  make  available 
to  the  Prospective  Payment  Assessment  Commis- 
sion, the  Congressional  Budget  Office,  and  the 
Congressional  Research  Service  the  most  current 
information  on  the  payments  being  made  under 
section  1886  of  the  Social  Security  Act  to  individu- 
al hospitals.  Such  information  shall  be  made  avail- 
able in  a  manner  that  permits  examination  of  the 
impact  of  such  section  on  such  hospitals. 
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(b)  Confidentiality.  —  Information  disclosed 
under  subsection  (a)  shall  be  treated  as  confidential 
and  shall  not  be  subject  to  further  disclosure  in  a 
manner  that  permits  the  identification  of  individual 
hospitals. 

Section  6003(i)  of  the  Omnibus  Budget  Reconcil- 
iation Act  of  1989,  Pub.  L.  101-239  Legislative 
Proposal  Eliminating  Separate  Average  Stan- 
dardized Amounts 

(1)  In  General.  —  The  Secretary  of  Health  and 
Human  Services  (hereafter  referred  to  as  the  '"Sec- 
retary") shall  design  a  legislative  proposal  eliminat- 
ing the  system  of  determining  separate 
standardized  amounts  for  subsection  (d)  hospitals 
(as  defined  in  section  1886(d)(1)(B)  of  the  Social 
Security  Act)  classified  as  being  located  in  large 
urban,  other  urban,  or  rural  areas  under  section 
1886(d)(2)(D)  of  such  Act,  and  shall  include  in 
such  proposal  the  following  — 

(A)  A  transition  period  beginning  in  fiscal  year 
1992  during  which  a  single  rate  for  determining 
payment  to  hospitals  in  all  areas  shall  be  phased  in 
which  such  single  rate  to  be  completely  in  effect  by 
fiscal  year  1995. 

(B)  Recommendations,  where  appropriate,  for 
modifying  or  maintaining  additional  payments  or 
adjustments  under  title  XVIII  of  the  Social  Security 
Act  for  teaching  hospitals,  rural  referral  centers, 
sole  community  hospitals,  disproportionate  share 
hospitals,  and  outlier  cases,  and  for  creating  addi- 
tional payments  or  adjustments  where  deemed 
appropriate  by  the  Secretary. 

(C)  Recommendations  with  respect  to  recalculat- 
ing standardized  amounts  to  reflect  information 
from  more  recent  cost  reporting  periods. 

(D)  Recommendations,  where  appropriate,  for 
modifying  reimbursement  for  hospitals  that  are  not 
subsection  (d)  hospitals  under  title  XVIII  of  such 
Act. 

(E)  A  recommendation  for  a  methodology  to 
reflect  the  severity  of  illness  of  different  patients 
within  the  same  diagnosis  related  group  (as  deter- 
mined in  section  1886(d)(4)(B)  of  such  Act). 


(2)  Report  to  Congress  and  ProPAC.  —  (A)  Not 
later  than  October  1,  1990,  the  Secretary  shall  sub- 
mit the  proposal  described  in  paragraph  (1)  and  an 
accompanying  analysis  of  the  impact  of  the  pro- 
posed elimination  of  separate  average  standardized 
amounts  on  various  categories  of  hospitals  to  Con- 
gress and  the  Prospective  Payment  Assessment 
Commission. 

(B)  Not  later  than  February  1,  1991 ,  the  Prospec- 
tive Payment  Assessment  Commission  and  the 
Director  of  the  Congressional  Budget  Office  shall 
each  prepare  and  submit  to  Congress  a  report  ana- 
lyzing the  legislative  proposal  submitted  under  sub- 
paragraph (A),  and  shall  include  in  such  report  an 
analysis  of  the  probable  impact  of  such  legislation 
on  hospitals  participating  in  the  Medicare  program. 

Section  6011  of  the  Omnibus  Budget 
Reconciliation  Act  of  1989,  Pub.  L.  101-239 
Pass  Through  Payments  for  Hemophilia  Inpa- 
tients 

(a)  Pass  Through  Payment  for  Hemophilia  Inpa- 
tients. —  The  second  sentence  of  section 
1886(a)(4)  of  the  Social  Security  Act ...  is  amend- 
ed to  read  as  follows  — 

For  purposes  of  this  section,  the  term  "operat- 
ing cost  of  inpatient  hospital  services"  .  .  .  does  not 
include  .  .  .  costs  with  respect  to  administering 
blood  clotting  factors  to  individual  with  hemophil- 
ia. 

(b)  Determining  Payment  Amount.  —  The  Secre- 
tary of  Health  and  Human  Services  shall  determine 
the  amount  of  payment  made  to  hospitals  under  part 
A  of  title  XVIII  of  the  Social  Security  Act  for  the 
costs  of  administering  blood  clotting  factors  to  indi- 
viduals with  hemophilia  by  multiplying  a  predeter- 
mined price  per  unit  of  blood  clotting  factor 
(determined  in  consultation  with  the  Prospective 
Payment  Assessment  Commission)  by  the  number 
of  units  provided  to  the  individual. 

(c)  Recommendations  on  Payments.  —  The 
Prospective  Payment  Assessment  Commission  and 
the  Health  Care  Financing  Administration  shall 
develop  recommendations  with  respect  to  pay- 
ments under  part  A  of  title  XVIII  of  the  Social 


110 


Security  Act  for  the  cost  of  administering  blood 
clotting  factors  to  individuals  with  hemophilia,  and 
shall  submit  such  recommendations  to  Congress 
not  later  than  1 8  months  after  the  date  of  enactment 
of  this  Act. 

(d)  Effective  Date.  —  The  amendment  made  by 
paragraph  ( 1 )  shall  apply  with  respect  to  items  fur- 
nished 6  months  after  the  date  of  enactment  of  this 
Act  and  shall  expire  2  years  after  the  date  of  enact- 
ment of  this  Act. 

Section  6137  of  the  Omnibus  Budget  Reconcilia- 
tion Act  of  1989,  Pub.  L.  101-239  ProPAC  Study 
of  Payments  for  Services  in  Hospital  Outpatient 
Departments 

(a)  In  General.  —  The  Prospective  Payment 
Assessment  Commission  shall  conduct  a  study  and 
submit  a  report  to  Congress  by  no  later  than  July  1, 
1990,  on  payment  under  title  XVIII  of  the  Social 
Security  Act  for  hospital  outpatient  services.  Such 
study  shall  include  an  examination  of  — 

( 1 )  the  sources  of  growth  in  spending  for  hos- 
pital outpatient  services; 

(2)  the  differences  between  the  costs  of  deliv- 
ering services  in  a  hospital  outpatient  department 
as  opposed  to  providing  similar  services  in  other 
appropriate  settings  (including  ambulatory  surgery 
centers  and  physician  offices); 

(3)  the  effects  on  outpatient  hospital  costs  of 
the  step-down  method  used  to  allocate  hospital 
capital  between  inpatient  and  outpatient  depart- 
ments and  the  extent  to  which  hospital  outpatient 
costs  were  affected  by  the  implementation  of  the 
prospective  payment  system  of  payment  for  inpa- 
tient hospital  services  and  by  increased  review  of 
such  services  by  peer  review  organizations;  and 

(4)  alternative  methods  for  reimbursing  hos- 
pitals for  services  in  outpatient  departments  under 
the  Medicare  program,  including  prospective 
payment  methods,  fee  schedules,  and  other  such 
methods  as  the  Commission  may  consider  appro- 
priate. 

(b)  Reports.  —  (1)  By  not  later  than  July  1, 
1990,  the  Commission  shall  submit  a  report  to 
Congress  on  the  study  conducted  under  section  (a) 


with  respect  to  the  portions  of  the  study  described 
in  paragraphs  (1),  (2),  and  (3)  of  such  subsection, 
and  shall  include  in  the  report  such  recommenda- 
tions as  the  Commission  deems  appropriate. 

(2)  By  not  later  than  March  1,  1991,  the  Com- 
mission shall  submit  a  report  to  Congress  on  the 
study  conducted  under  section  (a)  with  respect  to 
the  portions  of  the  study  described  in  paragraph 
(4),  and  shall  include  such  recommendations  as  the 
Commission  deems  appropriate. 

Section  4002(d)(2)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508 
Study  of  the  Area  Wage  Index  Adjustments 
on  Professional  Occupational  Component 

(A)  Study.  —  The  Prospective  Payment  Assess- 
ment Commission  shall  examine  available  data 
from  States  and  other  sources  measuring  earnings 
and  paid  hours  of  employment  of  hospital  workers 
by  occupational  category,  and  shall  include  in  such 
examination  an  analysis  of  the  impact  of  variation 
in  occupational  mix  on  the  computation  of  the  area 
wage  index  determined  under  section  1886(d)(3(E) 
of  the  Social  Security  Act. 

(B)  Report  to  Congress.  —  In  its  March  1991 
report,  the  Commission  shall  include  recommenda- 
tions regarding  the  feasibility  and  desirability  of 
modifying  such  area  wage  index  to  take  into 
account  occupational  mix,  including  variations  in 
occupational  mix  resulting  from  differences  in 
State  codes  and  requirements. 

Section  4002(g)(4)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508 
ProPAC  Study  of  Medicaid  Payments  to 
Hospitals 

(A)  Study.  —  The  Commission  shall  conduct  a 
study  of  hospital  payment  rates  under  State  plans 
for  medical  assistance  under  title  XIX  of  the  Social 
Security  Act,  and  shall  specifically  examine  in  such 
study  the  relationship  between  payments  under 
such  plans  and  payments  made  to  hospitals  under 
title  XVIII  of  such  Act,  and  the  financial  condition 
of  hospitals  receiving  payments  under  such  plans, 
with  particular  attention  to  hospitals  in  urban  areas 
which  treat  large  number  of  individuals  eligible  for 
medical  assistance  under  title  XIX  of  such  Act  and 
other  low-income  individuals. 
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(B)  Report.  —  By  not  later  than  October  1,  1991, 
the  Commission  shall  submit  a  report  to  Congress 
on  the  study  conducted  under  subparagraph  (A) 
and  shall  include  in  such  report  such  recommenda- 
tions relating  to  requirements  for  payments  to  hos- 
pitals under  title  XIX  of  such  Act  as  the 
Commission  deems  appropriate. 

Section  4005(b)  of  the  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508 
Development  of  National  Prospective  Payment 
Rates  for  Current  Non-PPS  Hospitals 

(1)  Development  of  Proposals.  —  The  Secretary 
of  Health  and  Human  Services  shall  develop  a  pro- 
posal to  modify  the  current  system  under  which 
hospitals  that  are  not  subsection  (d)  hospitals  (as 
defined  in  section  1886(d)(1)(B)  of  the  Social 
Security  Act)  receive  payment  for  the  operating 
and  capital-related  costs  of  inpatient  hospital  ser- 
vices under  part  A  of  the  Medicare  program  or  a 
proposal  to  replace  such  system  with  a  system 
under  which  such  payments  would  be  made  on  the 
basis  of  nationally-determined  average  standard- 
ized amounts.  In  developing  any  proposal  under 
this  paragraph  to  replace  the  current  system  with  a 
prospective  payment  system,  the  Secretary  shall  — 

(A)  take  into  consideration  the  need  to  provide 
for  appropriate  limits  on  increases  in  expenditures 
under  the  Medicare  program; 

(B)  provide  for  adjustments  to  prospectively 
determined  rates  to  account  for  changes  in  a  hospi- 
tal's case  mix,  severity  of  illness  of  patients,  vol- 
ume of  cases,  and  the  development  of  new 
technologies  and  standards  of  medical  practice; 

(C)  take  into  consideration  the  need  for  increase 
in  payment  otherwise  made  under  such  system  in  the 
case  of  services  provided  to  patients  whose  length  of 
stay  or  costs  of  treatment  greatly  exceed  the  length 
of  stay  or  cost  of  treatment  provided  for  under  the 
applicable  prospectively  determined  payment  rate; 

(D)  take  into  consideration  the  need  to  adjust 
payments  under  the  system  to  take  into  account 
factors  such  as  disproportionate  share  of  low- 
income  patients,  costs  related  to  graduate  medical 
education  programs,  differences  in  wages  and 
wage-related  costs  among  hospitals  located  in  vari- 
ous geographic  areas,  and  other  factors  the  Secre- 
tary considers  appropriate,  and 


(E)  provide  for  appropriate  allocation  of  operat- 
ing and  capital-related  costs  of  hospitals  not  subject 
to  the  new  prospective  payment  system  and  dis- 
tinct-part units  of  such  hospitals  that  would  be  paid 
under  such  system. 

(2)  Report.  —  (A)  By  not  later  than  April  1, 
1992,  the  Secretary  shall  submit  the  proposal 
developed  under  paragraph  ( 1 )  to  the  Committee 
on  Finance  of  the  Senate  and  the  Committee  on 
Ways  and  Means  of  the  House  of  Representatives. 

(B)  By  not  later  than  June  1,  1992,  the 
Prospective  Payment  Assessment  Commission 
shall  submit  an  analysis  of  and  comments  on  the 
proposals  developed  under  paragraph  (1)  to  the 
Committee  on  Finance  of  the  Senate  and  the 
Committee  on  Ways  and  Means  of  the  House  of 
Representatives. 

Section  4008(k)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508 
Prospective  Payment  System  for  Skilled 
Nursing  Facilities 

(1)  Development  of  Proposal.  —  The  Secretary 
of  Health  and  Human  Services  shall  develop  a  pro- 
posal to  modify  the  current  system  under  which 
skilled  nursing  facilities  receive  payment  for 
extended  care  services  under  part  A  of  the  Medi- 
care program  or  a  proposal  to  replace  such  system 
with  a  system  under  which  such  payments  would 
be  made  on  the  basis  of  prospectively  determined 
rates.  In  developing  any  proposal  under  this  para- 
graph to  replace  the  current  system  with  a  prospec- 
tive payment  system,  the  Secretary  shall  — 

(A)  take  into  consideration  the  need  to  provide 
for  appropriate  limits  on  increases  in  expenditures 
under  the  Medicare  program  without  jeopardizing 
access  to  extended  care  services  for  individuals 
unable  to  care  for  themselves; 

(B)  provide  for  adjustments  to  prospectively 
determined  rates  to  account  for  changes  in  a  facili- 
ty's case  mix,  volume  of  cases,  and  the  develop- 
ment of  new  technologies  and  standards  of  medical 
practice; 

(C)  take  into  consideration  the  need  to  increase 
the  payment  otherwise  made  under  such  system  in 
the  case  of  services  provided  to  patients  whose 
length  of  stay  or  costs  of  treatment  provided  for 
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under  the  applicable  prospectively  determined 
payment  rate; 

(D)  take  into  consideration  the  need  to  adjust 
payments  under  the  system  to  take  into  account 
factors  such  as  a  disproportionate  share  of  low- 
income  patients,  differences  in  wages  and  wage- 
related  costs  among  facilities  located  in  various 
geographic  areas,  and  other  factors  the  Secretary 
considers  appropriate;  and 

(E)  take  into  consideration  the  appropriateness  of 
classifying  patients  and  payments  upon  functional 
disability,  cognitive  impairment,  and  other  patient 
characteristics. 

(2)  Reports.  —  (A)  By  not  later  than  April  1, 
1991,  the  Secretary  (acting  through  the  Administra- 
tor of  the  Health  Care  Financing  Administration) 
shall  submit  any  research  studies  to  be  used  in 
developing  the  proposal  under  paragraph  ( 1 )  to  the 
Committee  on  Finance  of  the  Senate  and  the  Com- 
mittee on  Ways  and  Means  of  the  House  of  Repre- 
sentatives. 

(B)  By  not  later  than  September  1,  1991,  the 
Secretary  shall  submit  the  proposal  developed 
under  paragraph  ( 1 )  to  the  Committee  on  Finance 
of  the  Senate  and  the  Committee  on  Ways  and 
Means  of  the  House  of  Representatives. 

(C)  By  not  later  than  March  1,  1992,  the  Prospec- 
tive Payment  Assessment  Commission  shall  submit 
an  analysis  of  and  comments  on  the  proposal  devel- 
oped under  paragraph  (1)  to  the  Committee  on 
Fiance  of  the  Senate  and  the  Committee  on  Ways 
and  Means  of  the  House  of  Representatives. 

Section  4151(b)(2)  of  the  Omnibus  Budget  Rec- 
onciliation Act  of  1990,  Pub.  L.  101-508 
Prospective  Payment  System  for  Hospital  Out- 
patient Services 

(A)  Development  of  Proposal.  —  The  Secretary 
of  Health  and  Human  Services  shall  develop  a  pro- 
posal to  replace  the  current  system  under  which 
payment  is  made  for  hospital  outpatient  services 
under  title  XVIII  of  the  Social  Security  Act  with  a 
system  under  which  such  payments  would  be  made 
on  the  basis  of  prospectively  determined  rates.  In 
developing  any  proposal  under  this  paragraph,  the 
Secretary  shall  consider  — 


(i)  the  need  to  provide  for  appropriate  limits  on 
increases  in  expenditures  under  the  Medicare  pro- 
gram; 

(ii)  the  need  to  adjust  prospectively  determined 
rates  to  account  for  changes  in  a  hospital's  outpatient 
case  mix,  severity  of  illness  of  patients,  volume  of 
cases,  and  the  development  of  new  technologies  and 
standards  of  medical  practice; 

(iii)  providing  hospitals  with  incentives  to  con- 
trol the  costs  of  providing  outpatient  services; 

(iv)  the  feasibility  and  appropriateness  of  includ- 
ing payment  for  outpatient  services  not  currently 
paid  on  a  cost-related  basis  under  the  Medicare 
program  (including  clinical  diagnostic  laboratory 
tests  and  dialysis  services)  in  the  system; 

(v)  the  need  to  increase  payments  under  the  sys- 
tem to  hospitals  that  treat  a  disproportionate  share 
of  low-income  patients,  teaching  hospitals,  and 
hospitals  located  in  geographic  areas  with  high 
wages  and  wage-related  costs; 

(vi)  the  feasibility  and  appropriateness  of 
bundling  services  into  larger  units,  such  as  episodes 
or  visits,  in  establishing  the  basic  unit  for  making 
payments  under  the  systems;  and 

(vii)  the  feasibility  and  appropriateness  of  vary- 
ing payments  under  the  system  on  the  basis  of 
whether  services  are  provided  in  a  free-standing  or 
hospital-based  facility. 

(B)  Reports.  —  (i)  By  not  later  than  January  1, 
1991,  the  Administrator  of  the  Health  Care  Financing 
Administration  shall  submit  research  findings  relat- 
ing to  prospective  payments  for  hospital  outpatient 
services  to  the  Committee  on  Finance  of  the  Senate 
and  the  Committee  on  Ways  and  Means  and  Energy 
and  Commerce  of  the  House  of  Representatives. 

(ii)  By  not  later  than  September  1,  1991,  the  Sec- 
retary shall  submit  the  proposal  developed  under 
subparagraph  (A)  to  such  Committees. 

(iii)  By  not  later  than  March  1,  1992,  the 
Prospective  Payment  Assessment  Commission 
shall  submit  an  analysis  of  and  comments  on  the 
proposal  developed  under  subparagraph  (A)  to  such 
Committees. 
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Section  4201(b)  of  the  Omnibus  Budget  Recon- 
ciliation Act  of  1990,  Pub.  L.  101-508  ProPAC 
Study  of  ESRD  Composite  Rates 

(1)  In  General.  —  (A)  Study.  —  The  Prospective 
Payment  Assessment  Commission  (in  this  subsec- 
tion referred  to  as  the  "Commission")  shall  conduct 
a  study  to  determine  the  costs  and  services  and 
profits  associated  with  various  modalities  of  dialy- 
sis treatments  provided  to  end  stage  renal  disease 
patients  provided  under  title  XVIII  of  the  Social 
Security  Act. 

(B)  Recommendations.  —  Based  on  information 
collected  for  the  study  described  in  subparagraph 
(A),  the  Commission  shall  make  recommendations 
to  Congress  regarding  the  method  or  methods  and 
the  levels  at  which  the  payments  made  for  the  facil- 
ity component  of  dialysis  services  by  providers  of 
service  and  renal  dialysis  facilities  under  title  XVIII 
of  the  Social  Security  Act  should  be  established  for 
dialysis  services  furnished  during  fiscal  year  1993 
and  the  methodology  to  be  used  to  update  such 
payments  for  subsequent  fiscal  years.  In  making 
recommendations  concerning  the  appropriate 
methodology  the  Commission  shall  consider  — 

(1)  hemodialysis  and  other  modalities  of  treat- 
ment, 

(ii)  the  appropriate  services  to  be  included  in 
such  payments, 

(iii)  the  adjustment  factors  to  be  incorporated 
including  facility  characteristics,  such  as  hospital 
versus  free-standing  facilities,  urban  versus  rural, 
size  and  mix  of  services, 

(iv)  adjustments  for  labor  and  non-labor  costs, 

(v)  comparative  profit  margins  for  all  types  of 
renal  dialysis  providers  of  service  and  renal  dialy- 
sis facilities, 

(vi)  adjustments  for  patient  complexity,  such  as 
age,  diagnosis,  case  mix,  and  pediatric  services,  and 

(vii)  efficient  costs  related  to  high  quality  of  care 
and  positive  outcomes  for  all  treatment  modalities. 

(2)  Report.  —  Not  later  than  lune  1,  1992,  the 
Commission  shall  submit  a  report  to  the  Committee 


on  Finance  of  the  Senate,  and  the  Committees  on 
Ways  and  Means  and  Energy  and  Commerce  of  the 
House  of  Representatives  on  the  study  conducted 
under  paragraph  (1)(A)  and  shall  include  in  the 
report  the  recommendations  described  in  paragraph 
(1)(B),  taking  into  account  the  factors  described  in 
paragraph  (1)(B). 

(3)  Annual  Report.  —  The  Commission,  not 
later  than  March  1,  before  the  beginning  of  each 
fiscal  year  (beginning  with  fiscal  year  1993)  shall 
report  its  recommendations  to  the  Committee  on 
Finance  of  the  Senate  and  the  Committees  on  Ways 
and  Means  and  Energy  and  Commerce  of  the 
House  of  Representatives  on  an  appropriate  change 
factor  which  should  be  used  for  updating  payments 
for  services  rendered  in  that  fiscal  year.  The  Com- 
mission in  making  such  report  to  Congress  shall 
consider  conclusions  and  recommendations  avail- 
able from  the  Institute  of  Medicine. 

Section  4206(c)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508 
Development  of  Prospective  Payment 
System  for  Home  Health  Services 

( 1 )  Development  of  Proposal.  —  The  Secretary 
of  Health  and  Human  Services  shall  develop  a  pro- 
posal to  modify  the  current  system  under  which 
payment  is  made  for  home  health  services  under 
title  XVIII  of  the  Social  Security  Act  or  a  proposal 
to  replace  such  system  with  a  system  under  which 
such  payments  would  be  made  on  the  basis  of 
prospectively  determined  rates.  In  developing  any 
proposal  under  this  paragraph  to  replace  the  current 
system  with  a  prospective  payment  system,  the 
Secretary  shall  — 

(A)  take  into  consideration  the  need  to  provide 
for  appropriate  limits  on  increases  in  expenditures 
under  the  Medicare  program; 

(B)  provide  for  adjustments  to  prospectively 
determined  rates  to  account  for  changes  in  a 
provider's  case  mix,  severity  of  illness  of  patients, 
volume  of  cases,  and  the  development  of  new  tech- 
nologies and  standards  of  medical  practice; 

(C)  take  into  consideration  the  need  to  increase 
the  payment  otherwise  made  under  such  system  in 
the  case  of  services  provided  to  patients  whose 
length  of  treatment  or  costs  of  treatment  greatly 
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exceed  the  length  or  cost  of  treatment  provided  for 
under  the  applicable  prospectively  determined 
payment  rate; 

(D)  take  into  consideration  the  need  to  adjust 
payments  under  the  system  to  take  into  account 
factors  such  as  differences  in  wages  and  wage- 
related  costs  among  agencies  located  in  various 
geographic  areas  and  other  factors  the  Secretary 
considers  appropriate;  and 

(E)  analyze  the  feasibility  and  appropriateness  of 
establishing  the  episode  of  illness  as  the  basic  unit 
for  making  payments  under  the  system. 

(2)  Reports.  —  (A)  By  not  later  than  April  1, 
1993,  the  Secretary  of  Health  and  Human  Services 
shall  submit  the  research  findings  upon  which  the 
proposal  described  in  paragraph  ( 1 )  shall  be  based 
to  the  Committee  on  Finance  of  the  Senate  and  the 
Committee  on  Ways  and  Means  of  the  House  of 
Representatives. 

(B)  By  not  later  than  September  1,  1993,  the 
Secretary  shall  submit  the  proposal  developed 
under  paragraph  ( 1 )  to  the  Committee  on  Finance 
of  the  Senate  and  the  Committee  on  Ways  and 
Means  of  the  House  of  Representatives. 

(C)  By  not  later  than  March  1,  1994,  the  Prospec- 
tive Payment  Assessment  Commission  shall  submit 
an  analysis  of  and  comments  on  the  proposal  devel- 
oped under  paragraph  ( 1 )  to  the  Committee  on 
Finance  of  the  Senate  and  the  Committee  on  Ways 
and  Means  of  the  House  of  Representatives. 

H.R.  Rep.  No.  964, 101st  Cong.,  1st  Sess.  (1990) 

(Report  of  the  Committee  of  Conferees,  Pub.L.101- 
508) 

In  performing  this  function  [developing  and 
modification  of  reimbursement  policies],  the  con- 
ferees intend  that  ProPAC  would  include  in  its 
analysis  and  recommendations,  proposals  for 
changes  in  policies  regarding:  (1)  payment  for 
inner-city  hospitals,  including  appropriate 
recognition  of  bad  debt  and  charity  care  costs;  (2) 
payment  for  rural  hospitals  including  recommen- 
dations on  appropriate  responses  to  issues  affect- 
ing access  to  health  care  services  in  rural  areas; 
and  (3)  policies  which  help  constrain  the  costs  of 
health  care  to  employers,  including  changes  in 


Medicare  and  its  payment  policies  which  may 
affect  other  payers. 

S.R.  Rep  No.  516, 101st  Cong.,  2nd  Sess.  (1990) 

(Report  of  the  Senate  Committee  on 
Appropriations,  H.R.  5257.) 

The  Committee,  therefore,  requests  that  ProPAC 
issue  a  report  listing  (1)  the  adjustments  that  have 
been  made  to  PPS  since  its  inception  (for  example 
changes  in  standardized  amount,  outlier  pool,  con- 
sideration of  part-time  labor);  and  (2)  the  amount 
of  increased  payments  (taking  inflation  into 
account)  for  PPS  years  1-5  and  what  rural  hospitals 
would  have  received  if  these  adjustments  had  been 
in  place  from  the  system's  beginning. 

In  addition,  the  Committee  request  that  ProPAC 
in  its  1991  report  address  in  detail  the  impact  of 
less-than-average  patient  volume  on  overhead  costs 
and  reimbursement,  especially  on  small  hospitals. 
This  Committee  remains  concerned  that  the  PPS 
system,  which  is  based  on  averages,  inherently  is 
inappropriate  to  small-volume  hospitals. 

Given  the  history  of  inequitable  inpatient  pay- 
ments and  the  widespread  concern  over  new  sys- 
tems of  outpatient  payments,  the  Committee  finds 
it  is  necessary  to  investigate  whether  outpatient 
payment  systems  also  will  be  biased  against 
smaller  rural  providers.  The  Committee  requests 
that  ProPAC  in  its  1991  report  identify  all  poten- 
tial outpatient  payment  biases  against  small  rural 
hospitals,  and  recommend  actions  to  correct  them. 

The  Committee  is  concerned  that  the  Federal 
Office  of  Rural  Health  Policy  lacks  essential 
resources  such  as  computer  capability  in  order  to 
fulfill  its  statutory  mandate  to  provide  impact  anal- 
yses of  proposed  Medicare  and  Medicaid  regula- 
tions. The  Committee  instructs  ProPAC  to  provide 
its  resources  to  the  Office  of  Rural  Health  Policy  in 
order  to  facilitate  these  analyses.  The  Committee 
expects  The  Commission  to  provide  technical 
assistance  to  the  Office  of  Rural  Health  Policy. 

The  Committee  urges  ProPAC  to  continue  to 
study  the  use  of  nurse  practitioners  and  other  non- 
physician  providers  in  alternative  settings  to  acute 
care  and  long-term  institutional  care. 
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